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ABOUT VERITY

Verity, Inc. (NASDAQ: VRTY) is recognized by industry analysts,
including Gartner, IDC, Forrester Research, META Group and
the Delphi Group, as a leader in intellectual capital management
software. With Verity’s industry-leading search, classification and
recommendation solutions, enterprises of all sizes can identify,
manage and utilize their information and human assets to experi-
ence benefits such as increased productivity, shortened business
cycles, and expanded sales and revenue. These and other benefits
of Verity products have been proven by more than 3,500 organiza-
tions in the private and public sectors. Customers include Adobe
Systems, AT&T, Bristol-Myers Squibb, Cap Gemini Ernst & Young,
Cisco, Documentum, Dow Jones, EDGAR Online, Financial Times,
Hewlett Packard, Home Depot, Lotus, META Group, SAP, Siemens,

Sybase, Time New Media, Verizon, and a wide range of government

agencies such as the U.S. Department of Defense, the U.S. Army
and Air Force, and the U.S. State Department.
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To develop, distrioute and maintain products
and services in shorter and shorter cycles.
To afitract new customers quickly, and retain
existing customers longer. To give your

employees and partners the expertise to
work smarter and taster.
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15th year in software business and fifth consecutive vear of profitability

Acquired Inktomi Enterprise Search assets

Powerful new versions of Verity® K2, KeyView® and Ultraseek®

Increase in analyst validation of our leadership position

Appointment of Anthony J. Bettencourt as President and Chief Executive Officer,

appointment of Steven R. Springsteel as Senior Vice President of Finance and

Administration, and Chief Financial Officer

Gary J. Shona continues as Executive Chairman

Customer base grew to over 3,500 organizations in the private and public sectors
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LETTER TO SHAREHOLDERS

“By 2005/06, although
enterprise search will not be
commeoditized, most of the
current independent vendors
will be of negligible size. Verity
will lead the pack (with more
than 20% market share partly
due to its current revenues and
size of customer base)...”

— Enterprise Search: More ‘“Tiers—Part 1,
META Group, September 6, 2002

Fiscal 2003 was an impressive vear for Verity. Despite the difficult global
economy, we continued to grow our revenue and posted our fifth consecutive
profitable year. Credit for this achievement goes to the worldwide Verity team.
Once again, our people in North America, Europe, Asia, Australia, South
America and Africa did an excellent job to execute on our business plan and

extend our market leadership.

Looking back on the year, we started with the historically challenging first
quarter, built momentum through the second and third quarters, and ended the
year with a solid fourth quarter. For the year, revenue was $102.0 million, which
represents a 9% increase over fiscal 2002. GAAP net income was $11.6 million
or $0.31 per fully diluted share, a significant increase over the previous year’s

$1.4 million or $0.04 per fully diluted share.

Another indicator of our success over the past year was our year-end cash and
investments position of $250.7 million, an increase of approximately $5.4
million over the prior year. Considering the fact we spent approximately $28.6
million in fiscal 2003 to repurchase shares as part of our previously announced
stock repurchase program, and $25.0 million to acquire the Inktomi Enterprise
Search assets, this is a good example of sound strategic and financial manage-
ment and execution. Over the course of the past two fiscal vears, Verity spent a
total of $48.5 million out of the $50.0 million authorized for stock repurchase by
the Board of Directors, and approximately four million shares of Verity common
stock were repurchased and retired. The Board of Directors believes that this
continues to be a prudent use of our capital, and has approved the repurchase of
up to an additional $50.0 million of Verity common stock in fiscal 2004, which
ends on May 31, 2004.

Announced in November of 2002, and closed in December of the same year, the
Inktomi Enterprise Search acquisition added 2,500 companies and government
organizations to our customer base, and broadened our product line. With the
acquired product line renamed Verity Ultraseek, we believe we now have the
best tools on the market for enterprises of any size to effectively manage their

intellectual capital.

In addition to adding the Verity Ultraseek product line through acquisition, we
also worked with our customers and pariners to identify their needs, develop
innovative new technology that fills those needs, and quickly incorporated that

technology into our existing products. In fiscal 2003, this teamwork between



our customers, partners and employees resulted in the release of the 5.0 version
of our flagship Verity K2 product line, as well as the addition of a new, highly
strategic product, the Verity® Federator. The Federator allows our customers to use
their Verity solutions to query virtually any public Web search engine, third-party

information source, or other business applications.

One of the key factors contributing to Verity’s ability to attain ambitious fiscal
and technology goals is our ability to attract and retain the top people in the
industry. This is just as true of the graduates we recruit out of university as it is
of the people who make up our senior management team. In January of 2003, we
welcomed Steven R. Springsteel to Verity as Senior Vice President of Finance
and Administration, and Chief Financial Officer. In recognition of Anthony J.
Bettencourt’s outstanding performance as President, the Board of Directors
appointed him President and Chief Executive Officer in March of 2003. Our
former Chairman and CEO, Gary J. Shona, continues with Verity in the role
of Executive Chairman. Looking back at these changes, we are confident that
Verity has the senior management team in place to overcome any challenges, and

take advantage of the opportunities, that come our way this year and beyond.

Looking forward, we will continue to follow the proven, prudent business prac-
tices that have served us so well in the past. Based on our successful experience
acquiring the Inktomi Enterprise Search business, we intend to continue to
execute on our plans to grow Verity both organically and through acquisition. As
with our Inktomi acquisition, this will require vigilance and patience to identify
prospectivé additions to Verity that combine a solid business model with the right

technology to enhance our shareholders’ value.

G S

Gary J. Shona Anthony J. Bettencourt
Executive Chairman President and Chief Executive Officer,
Verity, Inc. & Director

Verity, Inc.

This discussion contains forward-looking statements relating to Verity. such as our expected performance,
product introductions, and future strategy. Actual results are subject to risks and uncertainties, including the
risk that the market will not accept our new products, the risk that circumstances will change such that we
deem it advisable to change our product focus or strategy, and other risks detailed in our latest annual report
on Form 10-K filed with the Securities and Exchange Commission, and included in this annual report under

the caption “Risk Factors™ beginning on page 13 of the Form 10-K.
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“Verity’s acquisition s a major
move toward the predicted,
and needed, consolidation in
the enterprise search market.
Inktomi’s enterprise customers
should breathe a sigh of relief
as their relationship transfers
to a company with market
leadership and a financially
solid position.”

— Laura Ramos, Director, Collaboration,

Knowledge and Content Management,

Forrester Research




INTELLECTUAL CAPITAL MANAGEMENT

Vi

All businesses have a wealth of intellectual capital. It’s in the documents, reports and presentations created
each business day, the insights gained from interactions with partners, customers and competitors, and
the collective experience of employees. But it is not only the intellectual capital itself that differentiates
one company from the next. It's also the ability to manage that intellectual capital—so its value can be

recognized, understood and applied—that sets successful companies apart from the rest.

Verity is a recognized leader in intellectual capital management solutions that enable employees, partners

and customers to:

- RESPOND to questions, quickly and accurately
- UNCGVER unknown information assets

- LOCATE something they know exists

- EVALUATE content to make better decisions

- SELL and buy more effectively online

These five capabilities are the keys to turning intellectual capital into tangible business value. When

applied across the enterprise, they give companies the ability to anticipate, react and execute faster and

better than their competition.
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Respond to questions, quickly and accurately : STATE OF GEORGIA

Facilitate self-service and help-desk assistance

Verity delivers accurate and timely answers to people looking for specific information, even though
they may not know where it is or even how to ask for it. On a customer support site, internal help desk,
or anywhere people ask questions, fast and accurate responses matter. In government organizations,
such as the State of Georgia, this reduces bureaucracy, and brings agencies and departments closer

to each other and the citizens they serve.

“The georgia.gov site represents a significant improvement in the way the state’s
residents and businesses access information and interact with different parts of the
state government. Every element selected had to contribute to our goal of a unified,
highly effective portal. Verity K2 Enterprise met our requirements for advanced search,
categorization, scalability, security and ease of integration.

“Keyword search was not enough to meet GTAs (Georgia Technology Authority)
requirements. The amount and types of information available on georgia.gov are very
wide-ranging. We wanted to help people find information quickly and easily, so they
would not leave the site feeling frustrated. The ability to ask what thev want in everyday
language will improve constituents’ satisfaction.”

— Gina Tiedemann, Director of the Georgia Technology Authority’s GeorgiaNet division, The State of Georgia










Uncover unknewn (nformation assets | KPP MG

Take advantage of expertise

Departments from R&D to human resources to manufacturing rely on people’s curiosity to find new
sources of growth and value. Verity delivers the flexibility to browse, explore and discover unknown
data and human assets inside and outside the enterprise. For global knowledge-based organizations,
like KPMG, this allows employees to take advantage of enterprise expertise whether it’s contained

in a written document or in the mind of a colleague on the other side of the world.

“We used Verity's original search software when we first built our intranet seven years
ago. Since then we've worked very closely with Verity to explore how we can exploit
the people-to-people connections which are so important within our organization.

“This is a project that has top-level support here at KPMG. We're here to make it easier
for our people to do their jobs, so they can offer better services to clients. Verity is going
to play a big part in that process.”

— Sam Nevin, Head of Knowledge Management, KPMG LLP (UK.)
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Locate something you know exists | SUPERPAGES.COM

XN

Rapid location and retrieval

Verity enables the rapid location and retrieval of content that people know exists because they've
previously read it, been referred to it or even wrote it. Whether on a corporate intranet, a secure
extranet, or a public website, users ofien know exactly what they’re looking for. In online directories
with enormous volumes of information such as Verizon’s SuperPages.com—a comprehensive English
and Spanish directory of over 18 million businesses across the United States—search is critical to

the site’s core business of providing relevant information to millions of users every day.

This year, visitors to SuperPages.com made the two-billionth query using the directory’s Verity search
solution. That’s the equivalent of every person in the U.S. searching on SuperPages.com seven or eight
times. Searches on SuperPages.com can spike to 3 million a day and as many as 100 per second.
In fact, at the exact moment SuperPages.com experienced its 2-billionth search, 87 simultaneous

searches were being processed by Verity.

In reaching the 2-hillion searches mark, SuperPages.com has proven that people are finding the
companies, people, products and services they’re looking for, and returning to the site the next time
they need to find something. Similarly, Verity has proven its ability to keep pace with the growing
number of people who rely on SuperPages.com’s rapidly expanding directories to locate people,

companies and more.




P add

Lecapniti T aL Jy bbb B [l

e w;-!,,l.vao‘tli!.v‘.a!.«uix agerinrr e P

penmmrt e EE )







Evaluate content to make better decisfons | TELOS

Fr A TIN

Critical information when you need it

Verity identifies and evaluates content in real time so employees, customers and partners can take
action on it. For users of the Verity-powered Telos Corporation’s Automated Message Handling
System (AMHS)—including all U.S. Combatant Commands and other key Department of
Defense offices, the Federal Aviation Administration, and the U.S. Bureau of Customs and Border
Protection—this enables critical information to be securely and automatically sent to the intel-

ligence and law enforcement officers who need it.

“Now, more than ever, it’s important to efficiently and accurately prioritize and route
the thousands of organizational messages, e-mails, and news feeds to the immediate
attention of those responsible for planning or action. The ability to conduct rapid and
thorough searches of message archives to facilitate tracking and data analysis is also
a priority. The Verity K2 Enterprise and Profiler software’s high performance and

ability to make critical routing decisions drove our decision to incorporate it into the
Telos AMHS.

“Security is essential in this process. Our system must provide both content and orga-
nizational segregation to control access to selected messages. Using K2E, we’re able to
segregate messages, thereby controlling who sees them and maintaining need-to-know
policies.”

— Mike Masters, AMHS Business Unit Director, Telos Corporation
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Sell and buy more effectively enline | THE SHARPER [MAGLE

(4

Cross-sell, up-sell and increase loyalty

Verity optimizes the success of ecommerce environments. In retail ecommerce, such as on
sharperimage.com, this enables customers to find the products they want to buy, and online stores
to increase sales. Through recommendations based on both individual and group-level preferences,
merchandisers can implement automatic online merchandising processes that effectively cross-sell,

up-sell and increase customer loyalty.

“We have different types of shoppers on the Web. Some know exactly what they want
and want to get to it fast. Other customers may have only a vague notion of what they
want. Verity K2 Catalog has the ability to act as an online shopping assistant—provid-
ing advanced search and classification features to meet the individual preferences of
each type of shopper.”

— Greg Alexander, Senior Vice President of Information Technology, The Sharper Image







RDEFINE THE MARKET BY PARTNERING WITRH INDUSTRY LEARERS

Verity partners with customers, select systems integrators, and other leading independent software
vendors to help us define the future of intellectual capital management applications. This strategic
approach to partnerships gives Verity insight into what enterprises need today, the vision to antici-

pate what they’ll need tomorrow, and the market reach and ability to turn that vision into reality.

“...a handful of companies have distinguished themselves as revenue leaders in the
respective segments. Verity, Inc. registered leadership performance in the three largest
segments of Basic Search, Advanced Search, and Taxonomy & Classification, while
commanding an overall market share of 22%.”

— Newsflash, The Delphi Group, September 12, 2002

“Search technologies don’t exist in isolation. They interact with content management
apps, ERP systems, databases, and other repositories. As a result, cooperative develop-
ment efforts with these technology providers and reseller agreements with systems inte-
grators are key factors in dominating search markets. Verity...already (has) extensive
relationships in these areas, which gives (it) a distinct advantage.”

— Grading Search Platform Hopefuls, Forrester Research, Inc., December 2002

“Enterprises should be wary of purchasing solutions that do not allow for integration
with Verity. ...the substantial level of integration and partnering in its market serves as
a benchmark for vendor viability.”

— Verity: Making Sense of Search and Categorization, The Yankee Group, November 2002
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FORWARD-LOOKING STATEMENTS

This Annual Report on Form 10-K contains forward-looking statements. These statements relate to future events
or our future financial performance. In some cases, you can identify forward-looking statements by terminology such

2 i 3 < 2 < EE NS EEI TS

as “anticipates,” “believes,” “continue,” “could,” “estimates,” “expects,” “intends,” “may,” “plans,” “potential,”
“predicts,” “should” or “will” or the negative of such terms or other comparable terminology. These statements are
only predictions and involve known and unknown risks, uncertainties and other factors, including the risks outlined
under “— Risk Factors” above, that may cause our or our industry’s actual results, levels of activity, performance or
achievements to be materially different from any future results, levels or activity, performance or achievements
expressed or implied by such forward-looking statements.

Although we believe that the expectations reflecied in the forward-looking statements are reasonable, we cannot
guarantee future resuls, levels of activity, performance or achievements. Moreover, neither we nor any other person
assumes responsibility for the accuracy and completeness of such statements. We assume no duty to update any of the
forward-looking statements after the date of this Annual Report on Form 10-K to conform such statements to actual
results, unless required by law.

PART I
Item 1. Business

We own or have rights to trademarks or trade names that we use in conjunction with the operation of our
business. Verity, TOPIC, KeyView, Knowledge Organizer and Ultraseek are registered trademarks. The Verity logo,
Verity Portal One and Powering Business Portals are trademarks of Verity, Inc. in the United States and numerous
other countries. This Annual Report on Form 10-K also includes trademarks owned by other parties.

You should carefully read the information in this Annual Report on Form 10-K, including our consolidated
Jfinancial statements and related notes beginning on page 51 of this Annual Report on Form 10-K. Our business
involves significant risks. You should carefully consider the information under the heading “— Risk Factors” below.
In addition, this Annual Report contains forward-looking statements that relate to future events or future financial
performance. See “Forward-Looking Statements” at the end of this Item 1 regarding information that readers should
be aware of in reading these forward-looking statements.

Overview

We are a leading provider of intellectual capital management software that enables our customers to maximize
their return on their information assets. The intellectual capital management software market is in great part the
convergence of many core markets in which we have participated for years, including search, corporate portals, and
e-commerce, among others.

We develop, market and support infrastructure products for corporate intranets, extranets, web sites, corporate
portals, business applications, online publishers, e-commerce providers and original equipment manufacturer
(“OEM”) toolkits for independent software vendors (“ISVs™). Our comprehensive and integrated product family
enables numerous enterprise-wide functionalities, all from the same underlying Verity information index. Cur
products organize and provide simple, single-point access to informalion across the entire enterprise. In doing so,
our products can be used to create or enhance business portals, which leverage the value of existing investments in
intranets and business applications.

Our software has been licensed directly to over 3,500 corporations, government agencies, software developers,
information publishers and e-commerce vendors. We focus on several core markets, including intranet-based
applications for large corporate and government organizations, information retrieval solutions for e-commerce




merchants, Internet sites and electronic publishers, and CEM toolkits for ISVs. We pursue sales opportunities
within organizations and government agencies through the efforts of our direct sales force and our products are also
sold indirectly through a network of value added resellers and system integrators, and as OEM toolkits through ISVs
that embed Verity technology in their products or services.

In December 2002, we completed the acquisition of the enterprise search assets of Inktomi Corporation,
further expanding our product portfolio to include solutions for smaller organizations and departments within larger
enterprises. In addition to addressing these markets, the acquired enterprise search software, re-branded Verity
Ultraseek, is in use at a number of larger enterprises for search-only applications as well. We are continuing
development and support of the Ultraseek product line, and believe that the larger enterprises in the installed base
represent an upgrade opportunity to our broader intellectual capital management solutions as their needs grow.

We were organized as a California corporation in March 1988 and reincorporated in Delaware in September
1995. Qur principal executive offices are located at 894 Ross Drive, Sunnyvale, California 94089, and our
telephone number is (408) 541-1500.

The Verity Soluticn

Qur comprehensive and integrated product families enable enterprise-wide document indexing, content
organization, search and retrieval, organization and navigation, viewing, personalized dissemination, document
recommendation, expert and community location, and hybrid online and CD/DVD publishing. Our products
organize and provide simple, single-point access to information across the entire enterprise. By doing so, our
products can be used to create or enhance business portals, which leverage the value of existing investments in
intranet, Internet and network infrastructure. We believe the functionality and flexibility of our products enable us
to offer our customers an intellectual capital management solution that strengthens their businesses by improving
efficiency, employee productivity and communication.

QOur cross-platform knowledge retrieval product suite is scalable and is designed to solve the knowledge
retrieval problems of web, enterprise and commerce sites. Qur products:

© use a combination of full text, metadata and rule-based methods to index and retrieve information stored in
a variety of formats and systems across corporate intranets, extranets and portals, and the Internet, as well
as information stored in other enterprise applications via gateways;

© organize and rank the relevance of selected information, enabling users 1o filter and evaluate information
personalized to their specific needs and interests;

© enable user-initiated queries, and also enable the construction of automated software agents that actively
and continuously monitor Internet and intranet information sources such as web sites, news feeds and file
systems for new information or changes in content matching user profiles;

© enable the high-speed classification of information, the organization of information into taxonomies and the
visual navigation of information;

o deliver the ability to filter most common file formats for viewing, and to convert most common file formats
to HTML (Hypertext Markup Language) and XML (Extensible Markup Language);

© use the information created by individuals searching for and retrieving documents to automatically
recommend additional documents, locate subject matter experts, and recognize communities of users with
similar interests; and




o allow organizations to build hybrid online and offline information distribution systems by publishing
information on CD-ROM and DVD-ROM, maintaining links to active web sites and enabling automatic
synchronization between the Web and a user’s local computer.

We originally developed our core search and retrieval technology for use by large government agencies in the
defense and intelligence communities. In the past several years, we have enhanced and expanded our family of
products and markets. Today, we offer a broad range of infrastructure products for corporate intranets, extranets,
web sites, corporate portals, business applications, online publishers, e-commerce providers and original equipment
manufacturer toolkits for independent software vendors. Our comprehensive and integrated product family enables
numerous enterprise-wide functionalities, all from the same underlying Verity information index. Our products
organize and provide simple, single-point access to information across the entire enterprise. In doing so, our
products can be used to create or enhance business portals, which leverage the value of existing investments in
intranets and business applications.

Corporate Intranets, Exiranets and Portals. We market an integrated product suite enabling public and private
organizations 1o index, search, retrieve, classify, organize, navigate, disseminate and publish textual information
residing in many document formats and in web and file servers distributed across the enterprise. Verity K2
Enterprise is designed to serve as the foundation of a well-designed intellectual capital management solution, often
deployed as a corporate portal or business application. Verity K2 Enterprise and Ultraseek provide enhanced portal
return on investment through advanced search and accurate content organization. Our social network technology
uses the information created by individuals searching for and retrieving documents to automatically recommend
additional documents or topics, locate subject matter experts, and recognize which documents are most likely to be
relevant for a particular user’s query, adapting the rankings appropriately. Verity Profiler screens documents as
they are added to the index and can be configured to tag content or notify users or classes of users via email or
personal web pages. Verity Intelligent Classifier includes tools to quickly and easily build, share, reuse, test and
modify enterprise taxonomies, or directories of information. For especially long or complex documents, Verity
Document Navigator provides a publishing tool, which turns long, awkward decuments into rich Web publications
that users can easily search and navigate.

Electronic Commerce and Publishing. E-commerce vendors, including online stores and publishers, demand
fast and accurate searches across large bodies of content. Our Internet products are designed to provide e-
commerce vendors and online information publishers with an integrated solution enabling their users to efficiently
navigate product catalogs, news services and document repositories, whether online or from a remote, disconnected
location. Through the use of our knowledge retrieval products, vendors have the ability to convert more site visitors
into buyers and more buyers into repeat customers. Our product offerings include Verity K2 Catalog, Verity
Ultraseek, and Verity Publisher. Verity K2 Catalog is designed for scalability to support the largest commercial
Internet sites and to enable millions of products and documents to be searched and indexed by hundreds of users
simultaneously. Verity Ultraseek is designed to be deployed quickly, and provide high quality search with a
minimal investment in resources for administration and management. Verity Publisher allows high-volume
commercial and corporate publishers to use web-based information offline or from a low cost, searchable alternative

media.

OFEMs and Embedded Solutions. Our toolkits enable software developers to embed our search-and-retrieval,
profiling agent, and viewing and filtering technologies within their products. Our technology has been embedded in:
document repository systems offered by Documentum, Stellent and FileNET; enterprise resource planning systems
from SAP and PeopleSoft; and many business applications including relational and object-oriented database
products and resume tracking, customer relationship management and help desk systems.

Products

Our intellectual capital management product suite enables organizations to turn corporate intranets and
extranets into a powerful knowledge base or corporate portal, making business information accessible and reusable
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across the enterprise. OQur comprehensive and integrated product family enables enterprise-wide document
indexing, content organization, search and retrieval, recommendation based on social network technology and
personalized information dissemination, all from the same underlying Verity index. Because our products are
designed to work together, customers may begin by deploying basic retrieval technology and can later incorporate
more sophisticated content organization and social network technology as their business needs expand.
Additionally, because we offer solutions ranging from small enterprises and departmental solutions through the
largest organizations, our customer’s investment is preserved by our capability to expand to support the greater
demands on document repositories, corporate intranets and extranets as they grow. Product revenues represented
56%, 60% and 75% of total revenues in fiscal years 2003, 2002 and 2001, respectively.

Enterprise Business Portal Products:

Verity K2 Enterprise. Verity K2 Enterprise is intellectual capital management infrastructure software that
indexes, searches and retrieves information located in various repositories across an enterprise. Applications
include corporate intranets, portals, extranets, research and development, executive messaging and business
intelligence systems. K2 Enterprise utilizes the Verity K2 architecture to deliver content organization, social
network technology, rapid integration, extreme scalability, fault-tolerant operation and global support including
support for multiple languages through best-of-breed locales.

Verity K2 Catalog. Verity K2 Catalog is e-business infrastructure that indexes, searches and retrieves
information in Business-to-Customer and Business-to-Business environments. K2 Catalog utilizes the Verity K2
architecture to deliver intelligent merchandising based on Verity’s content organization technology, social network
technology, rapid integration, adaptive personalization, extreme scalability, fault-tolerant operation and global
support, including support for multiple languages through best-of-breed locales.

Verity Gateways. These add-on products and integration services extend the indexing range of Verity products.
Through the use of gateways, Verity develops and markets access and indexing for popular information products,
including Documentum, Lotus Notes, Microsoft Exchange, FileNet, Web and file servers, and relational databases.

Verity Ultraseek. Acquired in 2002 from Inktomi Corporation and re-branded Verity Ultraseek, this software
provides high quality basic search functionality, with a minimum investment in resources for setup, administration,
and ongoing management. The Content Classification Engine add-on provides simple rules-based categorization to
allow navigation via browse in addition to search. Verity Ultraseek is ideal for small and mid-size enterprises, as
well as larger enterprises not yet ready for a wider intellectual capital management deployment, and therefore
primarily mterested in quick implementation of basic search functionality.

Verity Federator. This application, introduced in 2003, enables search across multiple heterogeneous sources
(federated search), whether the indices are Verity created and maintained (K2 or Uliraseek) or other information
sources inside or outside the enterprise. With a single query, users can search all, or a subset of, the defined
repositories and get an integrated results set, saving significant time. Verity provides “workers” {connectors) to K2
and Ultraseek, and using the Federator Developer’s Kit (“FDK”) customers can quickly build workers for almost
any information source.

Verity Publisher. Verity Publisher is a hybrid CD-ROM/DVD-ROM-Web information publishing system.
Publisher is designed to publish the contents of a web site on CD-ROM and DVD-ROM while maintaining links to
web sites. Publisher is designed for high-volume information publishers, customer service organizations and others
who need to use web-based information off-line. Publisher includes Verity’s standard search capabilities.

OFEM and Custom Application Development Tools:

Verity K2 Developer. Verity K2 Developer is a modular developer platform that allows independent software
vendors to integrate Verity’s indexing, search and reirieval, content organization and social network technology into
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commercial software applications. K2 Developer supports popular programming interfaces to Sun’s Java and
Microsoft’s COM, allowing users to rapidly build applications or integrate K2 Developer into their existing web
environment.

Verity Profiler. Verity Profiler enables users to develop applications that use content and metadata to classify
information automatically and trigger business events. Profiler enables developers to build specialized applications,
using Verity’s patented technology, to disseminate information accurately to users, to notify users about critical new
information, or to classify documents into specific categories.

Verity Intelligent Classifier. Verity Intelligent Classifier includes tools to quickly and easily build, share, reuse,
test and modify enterprise taxonomies, or directories of information. The system includes capabilities for document
clustering via Thematic Mapping, category-specific business rules and automatic classification of information.

Verity Document Navigator. Verity Document Navigator provides a publishing tool, which turns long, awkward
documents into rich Web publications that users can easily search and navigate. Users can search and traverse an
automatically generated table of contents, and efficiently find valuable information hidden within large documents.

Users can create these searchable publications from any format Verity supports, including Microsoft Word, HTML
and PDF.

Verity Keyview Export SDK (“Verity Export”). Verity Export provides on-demand, server-side conversion of
documents to valid XML using a predefined Verity document type definition. The resulting XML can be indexed
and searched, and viewed using cascading style sheets or extensible style language. Verity Export also provides, on-
demand, server-side conversion of documents to web-ready HTML, so users can see any document, spreadsheet or
presentation instantly through their browsers without the use of any other application.

Verity Keyview Filter SDK (“Verity Filter”). Verity Filter is designed to allow independent software vendors to
embed Verity’s filtering functionality within their own applications. This allows their applications to index and
search multiple file formats by extracting text and converting it to a data stream or ASCII text file.

Verity KeyView Viewer SDK (“Verity Viewer”). Verity Viewer is designed to allow independent software
vendors to embed KeyView functionality within their own applications.

Services

We make extensive technical support and training services available for our customers, and provide consulting
services designed to assist our customers in utilizing Verity software to develop custom search and retrieval, content
organization and/or social network applications. As of May 31, 2003, we employed 34 people in our technical
support organization, 49 people in our consulting group and 3 people focused on developing and coordinating
training services.

Services revenues represented 44%, 40% and 25% of total revenues in fiscal years 2003, 2002 and 2001,
respectively.

Technical Support and Maintenance. We provide post-sale customer support directly through our own technical
support engineers, who handle most support calls by telephone and electronic mail. We offer annual maintenance
contracts, which entitle our customers to full telephone support service, software updates and bug fixes. We also
provide our customers access to technical support services by electronic mail and over the Internet and a bulletin
board system.

Consulting. We offer consulting services to our enterprise customers, OEMs, VARs and system integrators to
assist them in designing and deploying Verity applications tailored to meet their particular information search and
retrieval needs. Consulting services have typically been offered on a time and materials basis.
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Training. We provide training services at our own training facilities located in Sunnyvale, California, and
London, United Kingdom, as well as at the facilities of our customers, VARs and system integrators worldwide. We
also provide training through certain authorized third parties. Courses are also delivered online. We have developed
an extensive set of courses and materials for presentation by our professional instructors. We believe our training
helps assure increased customer satisfaction while enhancing our ability to make additional sales to our existing
customer base. Customers typically pay for training services on a per course or per day fee basis.

Customers

Our software has been licensed directly to over 3,500 corporations, government agencies, software developers,
information publishers and e-commerce vendors. We focus on several core markets, including intranet-based
applications for large corporate and government organizations, information retrieval solutions for e-commerce and
electronic publishers, and OEM toolkits for ISVs. See our Consolidated Financial Statements beginning on page 51
of this Annual Report on Form 10-K for our total revenues, net income and total assets. See Note 12 of Notes to
Consolidated Financial Statements beginning on page 56 of this Annual Report on Form 10-K for a discussion of
our international revenues, income from operations and long-lived assets by geographic region. See “QOur business
may suffer due to risks associated with international sales” under the caption “Risk Factors” at the end of this Item
1 for a description of risks attendant to foreign operations. Revenues from foreign countries accounted for 15% of
our revenues in fiscal 2003. International revenues, in total, accounted for 37% of our revenues in fiscal 2003.

Revenues derived from sales to the federal and state governments and their agencies were 9.8%, 6.1% and
7.4% of total revenues for fiscal years 2003, 2002 and 2001, respectively. Almost all of our government contracts
contain termination clauses, which permit contract termination upon our default or at the option of the other
contracting party.

Seasonality

General economic conditions have an impact on our business and financial results. The markets in which we
sell our products and services have, at times, experienced weak economic conditions that have negatively affected
revenues. Our quarterly results reflect distinct seasonality in the sale of our products and services, as our revenues
are typically highest in our fourth fiscal quarter and sequentially lowest in our first fiscal quarter.

Sales and Marketing

We seek to tailor our sales and marketing efforts to most effectively reach customers in each of our core
markets. We pursue opportunities within organizations and government agencies through the efforts of our direct
sales force. Our products are also sold indirectly through our channel sales force, which includes a network of OEM
customers, value added resellers and system integrators.

Direct Sales. Qur direct sales force is trained to assist customers to acquire and utilize our suite of products to
integrate information residing within the organization in a variety of repositories, such as Lotus Notes, Documentum,
Microsoft Exchange, relational databases and web and file servers. Qur direct sales force also targets online service
providers and publishers of information stored on both the Internet and CD-ROM/DVD-ROM. We maintain direct
sales offices or personnel in a number of metropolitan areas across the United States, including Falls Church,
Newton, Chicago, Dallas, New York, and Sunnyvale. European direct sales operations are located in London,
Utrecht (The Netherlands), Munich and Paris. We also have direct sales offices located in Australia and Mexico.

Channel Sales. We work with a variety of partner types, including OEM customers, ISVs and System Integrator
Alliances. Partner companies are chosen based upon a strong mutual value-proposition and willingness to
collaborate closely with our direct sales team. While our partner agreements may provide for resale rights in some
cases, the majority of the time both sides sell their own products and services to satisfy mutual customer needs. Qur
products are also resold through partners in North America, Western Europe, Asia, South Africa and Australia.
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Our technology is also sold as an integrated OEM feature of more than 260 software applications offered by
over 100 OEM and ISV providers. Qur OEM partners are drawn from such application markets as:

o application integration (iManage, iPlanet, Macromedia, TIBCO);

¢ groupware (Lotus);

e document and content management (Documentum, FileNET, Stellent);

° enterprise resource planning systems (PeopleSoft, SAP);

° help desk and customer relationship management solutions (Kana, Peregrine, ServiceWare);
o e-commerce (Haht Software);

e personal productivity (Adobe); and

o storage (OTG/Legato).

Our marketing activities are targeted at building market awareness and identifying prospective customers for
enterprise, Internet and e-commerce, online publishing, hybrid CD-ROM/DVD-ROM-Web and OEM applications.
Our marketing efforts include participation in tradeshows, conferences and industry events, Verity seminars,
industry speaking engagements, and advertising and direct mail campaigns targeting specific markets such as
corporate portal developers, intranet web site and content managers, and online catalog developers. Certain of our
OEM contracts also provide for brand name exposure concerning the ISV’s embedding of Verity technslogy. We
also maintain an active public relations program targeting industry analysts and leaders in the trade and business
press, and maintain a public web site, which has been a source of sales leads. As of May 31, 2003, our sales and
marketing organizations consisted of 164 employees.

Technelogy

Our core technology was originally developed by us for use by large government agencies in the defense and
intelligence communities to perform complex, customized search and retrieval applications on stand-alone, host-
based systems. Since early fiscal 1994, we have expanded our product offerings to support commercial client/server
and web-based computing environments. We have expanded our markets to include corporate intranets and e-
commerce vendors, ISVs and online and CD-ROM/DVD-ROM information publishers. Our technologies address the
major aspects of knowledge retrieval including document indexing, query formulation and search execution, ranking
and presentation of results, parametric selection, federated search, document profiling, content organization,
automated information dissemination, social networks/automatic recommendation of documents and subject matter

experts, viewing and filtering, and hybrid CD-ROM/DVD-ROM-Web publishing.

Document Indexing. The search technology incorporated in our server products and OEM applications indexes
documents automatically based upon administrator-specified criteria. This index is referred to as a “Verity
collection.” Verity indices exploit full text, metadata and our unique knowledge mapping system, Topics.
Collections created through the indexing process contain the results of text analysis performed by our engine, as
well as information about the document’s context and structure. End users with Verity-based applications or
standard web browsers can search those collections that administrators make available to them. The Verity
architecture is designed to permit real-time indexing of new documents into a Verity collection, even while users
actively search that collection. As a result, the system provides enhanced availability, and is designed to operate
during maintenance and back up. The Verity K2 architecture enhances the availability of our applications by
providing redundant processing paths, further enhancing system availability.




Query Formulation and Search Execution. Qur search technology is designed to enable users to formulate and
refine queries using a series of information retrieval methods including keyword, thesauri, dictionaries and concept-
based retrieval. Once formulated, queries can be used to retrieve archived information using a standard, interactive
search. Qur core query formulation technology is the Verity Query Language, which contains more than 30
operators that can be used to formulate precise and filtered information requests. Our search engine is designed
with an open architecture, which employs multiple search techniques and supports incorporation of additional
techniques by us, by third parties or by organizations building custom applications. This open environment enables
third-party developers to extend the functionality and capabilities of our products and tools. Qur high performance
search technology employs a network of brokers and servers to offer scalable, parallel searching across hundreds of
millions of documents. The technology is designed to scale linearly with the growth of users, documents or queries,
and to support the largest corporate intranets and e-commerce sites.

Ranking and Presentation of Results. The results obtained by matching queries against document collections
are provided with a relevance score calculated by the Verity engine. This score may be presented, along with other
available document-attribute information desired by the user, in a customizable results list. We have also developed
functionality that enables the organization or “clustering” of search results according to common themes within the
retrieved documents. We also provide automatic document summarization and query by example, a facility allowing
any document to be turned into a “find more documents like this” query. Sets of documents may also be navigated
as a directory using Knowledge Organizer to organize documents into taxonomies that can be browsed visually.

Parametric Selection. The parametric selection interface allows users to search for information by combining
structured and unstructured searches, as well as by using semi-structured information. Users can both select
specific characteristics from structured information to narrow down the number of possible matches, and submit
queries against unstructured text against the matches.

Federated Search. Verity federated search technology allows users to submit a single query to multiple Verity
and non-Verity information sources, and receive the results in a merged and ranked list that has been filtered for
duplicate results.

Document Profiling. Verity Profiler is a high-speed matching engine, which compares a stream of new
documents or a collection of existing documents to a set of Topics or other stored queries. Verity Profiler determines
which queries best match those documents, based on threshold values established by the user or administrator. The
output of Profiler is a set of metadata identifying the queries that match individual documents. This metadata can be
stored as persistent classification information or can be used to trigger custom business processes such as
automated routing of information to users. This profiling process is designed to address high user and data volumes
such as those associated with large corporate intranets and online applications such as news services.

Content Organization. Verity’s conlent organization technology augments highly accurate automatic
classification using Verity’s proprietary Logistic Regression Classification technology with business rules that can
be reused, shared, modified and tested by humans. Existing taxonomies can be reused, or documents can be
classified according to metadata, pathnames, URLs or new taxonomies created with business rules. This allows
companies to organize their information assets the same way they organize their business. When combined with
Verity’s advanced search, users are equipped with the tools they need to quickly and intuitively discover relevant
information across the enterprise or in e-business catalogs. Searches can be limited to specific direciories, or users
can drill down through familiar directories and sub-directories to find the information for which they are searching.
Verity’s thematic mapping technology can analyze an entire corpus of documents to reveal unknown patterns, trends
and areas of knowledge.

Automated Information Dissemination. Any query can be used as an active agent deployed to watch and “clip”
relevant information as it enters a corporate network or public web site. Verity agents compare new information with
a database of stored queries, which are linked to user profiles. User profiles specify the frequency and method by
which users want to be notified about subjects that they are tracking. Our agent-based technology can notify and
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route information to users via email, a page, a pager or a custom process such as automated filing of information into
subject directories. Our agent technology is targeted at organizations building executive briefing, message handling,
competitive intelligence and related systems.

Social Networks/Automatic Recommendation of Documents and Subject Matter Experts. Verity’s social network
technology employs proprietary Tensor Space Analysis to provide a number of personalization features. These
include recommending similar documents based on current queries and/or past user behavior, locating subject
matter experts within the organization, recognizing and bringing together communities of users that share similar
interests, and using both implicit and explicit feedback to enhance result list ranking.

Viewing and Filtering. Document filtering automatically detects the kind of document being indexed and
isolates the text to be indexed from embedded formatting information. Filters are designed to enable the indexing
engine to handle a wide variety of document types and formats. The threadsafe nature of our filters helps assure fast
and reliable access to documents for searching. Our viewing technology is designed to provide users with the ability
to view documents in a variety of formats without the use of the application, which generated the document. On the
basis of our filtering and viewing technology, we have developed a series of applications. These include the
KeyView Pro desktop viewing product, and Verity Export, a toolkit for building applications that require conversion
of documents into web-ready HTML or valid XML.

Hybrid CD-ROM/DVD-ROM-Web Publishing. We have developed technology-enabling organizations to publish
the contents of web sites onto CD-ROM, DVD-ROM and other permanent storage media. Used in professional
information publishing, market data distribution and customer care applications, Verity Publisher combines media
authoring and the Verity search engine on a CD or DVD for offline viewing of high volume information. This
technology automatically synchronizes upon connecting to the Web ensuring that local client-based information is
up-to-date.

Product Development

Our development efforts are focused on expanding our suite of products, designing enhancements to our core
technology, and addressing additional technical challenges inherent in developing new applications for enterprise,
e-commerce and OEM markets. Qur research and development is focused on enhancing core indexing and search
performance and precision, data access and security gateways, enterprise scalability, business portal functionality,
programmable application programming interfaces, product deployability, and information classification and social
networks technology. As of May 31, 2003, there were 144 employees on our research and development staff. Our
research and development expenditures in fiscal 2003, fiscal 2002 and fiscal 2001 were $23.0 million, $23.6
million and $21.6 million, respectively, which represented 22.5%, 25.2% and 14.9% of total revenues, respectively.
We expect that we will continue to commit substantial resources to product development in the future.

Competition

The intellectual capital management infrastructure software market is intensely competitive. We believe that
the principal competitive factors in such market are:

o depth and breadth of solutions;
o performance and price;

o vendor and product reputation;
e product quality;

e strategic alliances;




e product functionality and features
e availability of consulting services; and
e quality of support.

A number of companies offer competitive products addressing certain of our target markets. In the enterprise
market, we compete with Autonomy, Convera, Endeca, FAST, Google, Hummingbird, iPhrase, Mercado, Microsoft,
Open Text and Thunderstone, among others. Plumtree is on occasion a competitor, but is viewed primarily as our
partner and customer. In the Internet/publishing market, we compete with Autonomy, Convera, Dataware, FAST,
iPhrase, Lotus and Microsoft, among others. We also compete indirectly with database vendors, such as Oracle, that
offer information search and retrieval capabilities with their core database products, as well as with ERP
(Enterprise Resource Planning) vendors, such as SAP, that offer these capabilities as part of their overall solution.
In the future, we may encounter competition from companies that enhance products such as:

e application servers;

Q

content and document management systems;

e groupware applications;

e Internet products; and

© operating systems to include text search and retrieval features.

Many of our existing competitors have significantly greater financial, technical and marketing resources than
we do. Although we believe that our products and technologies compete favorably with respect to each of the factors
outlined above, we cannol assure you that we will be able to compete successfully against our current or future
competitors or that competition will not seriously harm our business.

One element of our strategy is to embed our technology in products offered by our OEM customers. Many of the
markets for these products are also new and evolving and, therefore, subject to the same risks that we face in the
markets for our own products. In addition, consolidation in the industries we serve could, and acquisition or
development by any of our significant customers of technology competitive with ours would, materially and
adversely affect our business and prospects.

Our Verity Publisher product competes primarily with Dataware, Enigma and Nextpage.
Proprietary Rights

Our success and ability to compete is dependent in part upon our proprietary technology. Any failure to
adequately protect our proprietary rights could result in unexpected costs and delays in shipment. While we rely on

trade secret and copyright law to protect our technology, we believe that the following factors are more essential to
establishing and maintaining a technology leadership position:

o the technological and creative skills of our personnel;
e delivery of new products;

o frequent enhancements to existing products;

©  brand/name recognition; and

o reliable product maintenance.
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We presently have three issued patents, relating to our search and retrieval technology, one of which will
expire in 2016 and the other two in 2020, and thirteen patent applications pending. While we believe that our
patents have value, no single patent itself is important to us. We cannot assure you that other companies will not
develop technologies that are similar or superior to our technology. The source code for our proprietary software is
protected both as a trade secret and as a copyrighted work. Despite these precautions, it may be possible for a third-
party to copy or otherwise obtain and use our products or technology without authorization, or to develop similar
technology independently. In addition, effective copyright and trade secret protection may be unavailable or limited
in some foreign countries.

To license our products, we frequently rely on “shrink wrap” licenses that are not signed by the end user and,
therefore, may be unenforceable under the laws of several jurisdictions. Despite our efforts to protect our proprietary
rights, unauthorized parties may attempt to copy aspects of our products or to obtain and use information that we
regard as proprietary. Policing unauthorized use of our products is difficult. We cannot assure you that the steps we
take will prevent misappropriation of our technology or that these agreements will be enforceable. In addition,
litigation may be necessary in the future to enforce our intellectual property rights, to protect our trade secrets, to
determine the validity and scope of the proprietary rights of others, or to defend against claims of infringement or
invalidity. Litigation could result in substantial costs and diversion of resources and could have a material adverse
effect on our business, operating resulis and financial condition regardless of the outcome of the litigation.

Some of the technology used in our products is licensed from third parties, generally on a nonexclusive basis.
We believe that there are alternative sources for each of the material components of technology we license from
third parties. However, the termination of any of these licenses, or the failure of the third-party licensors to
adequately maintain or update their products, could result in a delay in our ability to ship these products while we
seek to implement technology offered by alternative sources. Any required replacement licenses could prove costly.
Also, any delay, to the extent it becomes extended or occurs at or near the end of a fiscal quarter, could result in a
material adverse effect on our quarterly results of operations. While it may be necessary or desirable in the future to
obtain other licenses relating to one or more of our products or relating to current or future technologies, we cannot
assure you that we will be able to do so on commercially reasonable terms or at all.

Employees

As of May 31, 2003, we had a total of 438 employees, including 144 in research and development, 137 in
sales, 27 in marketing and business development, 86 in customer support and professional services, 39 in
administration and 5 in manufacturing. Of these employees, 286 were located in the United States, 71 in Europe, 77
in Canada, 2 in Australia and 2 in Mexico. None of our employees is represented by a collective bargaining
agreement, nor have we experienced any work stoppage. We consider our relations with our employees to be good.

Business Acquisitions

On December 17, 2002, we acquired from Inktomi assets relating to Inktomi’s enterprise search software
business, which includes basic search, categorization and content refinement capabilities, as well as its XML
technology assets, and entered into a license agreement relating to Inktomi’s enterprise search software business.
We paid $25 million in cash, and also assumed Inktomi’s obligations under certain existing enterprise search
business contracts, including customer support obligations. In addition, we offered employment to selected
development, sales and marketing, and support personnel from Inktomi’s enterprise search business unit. Of the
total purchase price, we retained $3 million in order to secure Inktomi’s indemnification obligations under the
Purchase Agreement. On June 17, 2004, we are obligated to pay Inktomi this amount plus interest thereon
calculated at an annual rate of 1.5%. We shall have the right to withhold or deduct from the deferred payment
amount any sum that may be owed to us by Inktomi pursuant to Inktomi’s indemnification obligations under the
Purchase Agreement.
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Available Infermation

You may obtain a free copy of our annual reports on Form 10-K, quarterly reports on Form 10-Q and current
reports on Form 8-K and any amendments to those reports on the day of filing with the Securities and Exchange
Commission (“SEC”) through our website at www.verity.com. Our website address is provided solely for
informational purposes. We do not intend, by this reference, that our website or any of the information contained
therein should be deemed to be part of, or incorporated into, this Annual Report.
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RISK FACTORS

The risks and uncertainties described below are not the only risks and uncertainties we face. Additional risks and
uncertainties not currently known to us or that we currently deem immaterial also may impair our business operations.
If any of the following risks actually occur, our business, results of operations and financial condition would suffer. In
that event, the trading price of our common stock could decline, and our stockholders may lose all or part of their
investment tn our common stock. The discussion below and elsewhere in this report also includes forward-looking
statements, and our actual results may differ substantially from those discussed in these forward-looking statements as
a result of the risks discussed below.

Risks Related to Qur Business

We have sustained quarterly end annuel losses in the past and may not be able to maintain
profitability

We have incurred net losses in the past and, although we reported net income in fiscal years 2002 and 2003,
we may not be able to maintain profitability. In the future, our revenues may decline, remain flat, or grow at a rale
slower than was experienced in fiscal year 2003, especially in light of the current economic environment. To
achieve revenue growth and maintain fiscal year profitability, we must:

e increase market acceptance of our products;

e respond effectively to competitive developments;

e execute sales despite the recent economic slowdown and resulting decrease in our customers’ capital
spending;

e attract, retain and motivate qualified personnel; and
e upgrade our technologies and commercialize our products and services incorporating these technologies.

We cannot assure you that we will be successful in achieving any of these goals or that we will experience
increased revenues, positive cash flows, or achieve long-term profitability.

Qur revenues and operating resulis may fluctuate in future periods, which could adversely affect our
stock price

The results of operations for any quarter are not necessarily indicative of results to be expected in future
periods. We expect our stock price to vary with our operating results and, consequently, any adverse fluctuations in
our operating results could have an adverse effect on our stock price. Our operating results have in the past been,
and will continue to be, subject to quarterly fluctuations as a result of a number of factors. These factors include:

e the downturn in capital spending by customers;

e the size and timing of orders;

e changes in the budget or purchasing patterns of customers or potential customers, changes in foreign
country exchange rates, or pricing pressures from competitors;

° increased competition in the software and Internet industries;

e the introduction and market acceptance of new technologies and standards in search and retrieval,
Internet, document management, database, networking, and communications technology;
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variations in sales channels, product costs, the mix of products sold, or the success of quality control
measures;

the integration of people, operations, and products from acquired businesses and technologies;

changes in operating expenses and personnel;

changes in accounting principals, such as a requirement that stock options be included in compensation,
as is currently being considered by Congress and, which if adopted, would increase our compensation
expenses and have a negative effect on our earnings;

the overall trend toward industry consolidation; and

changes in general economic and geo-political conditions and specific economic conditions in the
computer and software industries.

Any of the factors, some of which are discussed in more detail below, could materially and adversely impact
our operations and financial results, and consequently cause our stock price to fall.

Our expenditures are tied to anticipated revenues, and therefore imprecise forecasts may result in
poor eperating results

Revenues are difficult to forecast because the market for search and retrieval software is uncertain and
evolving. Because we generally ship software products within a short period after receipt of an order, we typically do
not have a material backlog of unfilled orders, and revenues in any quarter are substantially dependent on orders
booked in that quarter. In addition, a portion of our revenues is derived from royalties based upon sales by third-
party vendors of products incorporating our technology. These revenues may be subject to extreme fluctuation and
are difficult for us to predict. Qur expense levels are based, in part, on our expectations as to future revenues and
are, to a large exlent, fixed in the short term. Therefore, we may be unable to adjust spending in a timely manner to
compensate for any unexpected revenue shortfall. Any significant shortfall of demand in relation to our expectations
or any material delay of customer orders would have an almost immediate adverse affect on our operating results
and on our ability to achieve profitability.

Demand for our products may be adversely affected if unfavorable economic and market conditions
do not improve or continue to decline

Adverse economic conditions worldwide have contributed to slowdowns in the software information technology
spending environment and may continue to impact our business, resulting in reduced demand for our products as a
result of a decrease in capital spending by our customers, increased price competition for our products and higher
overhead costs as a percentage of revenues. Decreased demand for our products would result in decreased revenues,
which could harm our operating results and cause the price of our common stock to fall.

Changes in effective tax rates could affect our resulis

Our future effective tax rates could be adversely affected by earnings being lower than anticipated in foreign
countries where we have lower statutory rates, changes in the valuation of our deferred tax assets and liabilities, or
changes in U.S. or foreign tax laws or interpretations thereof.

The size and timing of large orders may materially affect our quarterly operating results

The size and timing of individual orders may cause our operating results to fluctuate significantly. Our
operating results for a quarter could be materially and adversely affected if one or more large orders are either not
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received or are delayed or deferred by customers. A significant portion of our revenues in recent quarters has been
derived from these relatively large sales to a limited number of customers, and we currently anticipate that future
quarters will continue to reflect this trend. Sales cycles for these customers can be up to nine months or longer. In

addition, customer order deferrals in anticipation of new products may cause our operating results to fluctuate. Like
many software companies, we have generally recognized a substantial portion of our revenues in the last month of
each quarter, with these revenues concentrated in the last weeks of the quarter. Accordingly, the cancellation or
deferral of even a small number of purchases of our products could harm our business in any particular quarter. In
addition, to the extent that the significant sales occur earlier than expected, operating results for subsequent
quarters may fail to keep pace or even decline.

QOur sales cycle is lengthy and unpredictable

Any delay in sales of our products and services could cause our quarterly revenue and operating results to
fluctuate. The typical sales cycle of our products is lengthy, generally between six to eighteen months,
unpredictable, and involves significant investment decisions by prospective customers, as well as our education of
potential customers regarding the use and benefits of our products. Our customers spend a substantial amount of
time before purchasing our products in performing internal reviews and obtaining capital expenditure approvals.
We believe our sales cycle lengthened in 2002 and 2003 as a result of macro-economic factors and we cannot be
certain that this cycle will not continue to lengthen in the future.

Our business may suffer due to risks associated with international sales

Historically, our foreign operations and export sales account for a significant portion of our annual revenues.
Our international business activities are subject to a number of risks, each of which could impose unexpected costs
on us that would have an adverse effect on our operating results. These risks include:

o difficulties in complying with regulatory requirements and standards;

o 1ariffs and other trade barriers;

e costs and risks of localizing products for foreign countries;

e reliance on third parties to distribute our products;

e longer accounts receivable payment cycles;

e potentially adverse tax consequences;

e limits on repatriation of earnings; and

o burdens of complying with a wide variety of foreign laws.

We currently engage in only limited hedging activities to protect against the risk of currency fluctuations.
Fluctuations in currency exchange rates could cause sales denominated in U.S. dollars to become relatively more
expensive to customers in a particular country, leading to a reduction in sales or profitability in that country. Also,
these fluctuations could cause sales denominated in foreign currencies to affect a reduction in the current U.S.
dollar revenues derived from sales in a particular country. Furthermore, future international activity may result in
increased foreign currency denominated sales and, in this event, gains and losses on the conversion to U.S. dollars
of accounts receivable and accounts payable arising from international operations may contribute significantly to
fluctuations in our results of operations. The financial stability of foreign markets could also affect our international
sales. In addition, income earned in various countries where we do business may be subject to taxation by more than

one jurisdiction, thereby adversely affecting our consolidated after-tax earnings. We cannot assure you that any of
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these factors will not have an adverse effect on the revenues from our future international sales and, consequently,

our results of operations.

Service and other revenues derived from foreign operations accounted for 15.0%, 13.9% and 6.3% of total
revenues for fiscal years 2003, 2002, and 2001, respectively. Cur export sales consist primarily of products licensed
for delivery outside of the United States. For fiscal years 2003, 2002 and 2001, export sales accounted for 22.4%,
21.8% and 26.0% of total revenues, respectively. We expect that revenues derived from foreign operations and
export sales will continue to account for a significant percentage of our revenues for the foreseeable future. These
revenues may fluctuate significantly as a percentage of revenues from period to period. In addition, a portion of
these revenues was derived from sales to foreign government agencies, which may be subject to risks similar to
those described immediately below.

A poriion of our revenues is derived from sales to the federal government, which are subject to budget
cuts and, consequently, the potential loss of revenues upon which we have historically relied

Revenues derived from sales to the federal and state governments and their agencies were 9.8%, 6.1% and
7.4% of total revemues for fiscal years 2003, 2002 and 2001, respectively. Future reductions in government
spending on information technologies could harm our operating results. In recent years, budgets of many
governments and/or their agencies have been reduced, causing certain customers and potential customers of our
products to re-evaluate their needs. These budget reductions are expected to continue over at least the next several
years.

Almost all of our government contracts contain termination clauses, which permit contract termination upon
our default or at the option of the other contracting party. We cannot assure you a cancellation will not occur in the
future, and any termination would adversely affect our operating results.

We must successfully introduce new products or our customers will purchase our competitors products

During the past few years, management and other personnel have focused on modifying and enhancing our core
technology to support a broader set of search and retrieval solutions for use on enterprise-wide systems, over online
services, over the Internet and on CD-ROM. In order for our strategy to succeed and to remain competitive, we must
continue to leverage our core technology to develop new product offerings by us and by our OEM customers that
address the needs of these new markets or we must acquire new technology. The development of new products,
whether by leveraging our core technology or by acquiring new technology, is expensive. If these new products do
not generate substantial revenues, our business and results of operations will be adversely affected. We cannot
assure you that any of these new products will be successfully developed and completed on a timely basis or at all,
will achieve market acceptance or will generate significant revenues.

Our future operating results will depend upon our ability to increase the installed base of our information
reirieval technology and to generate significant product revenues from our core products. Our future operating
results will also depend upon our ability to successfully market our technology to online and Internet publishers
who use this technology to index their published information in our format. To the extent that customers do not
adopt our technology for indexing their published information, it will limit the demand for our products.

If we are unable to enhance our existing products to conform to evolving industry standards in our
rapidly changing markets, our products may become obsolete

The computer software industry is subject to rapid technological change, changing customer requirements,
frequent new product introductions, and evolving industry standards that may render existing products and services
obsolete. As a result, our position in our existing markets or other markets that we may enter could be eroded
rapidly by any of these factors, including product advancements by competitors. If we are unable to develop and
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introduce products in a timely manner in response to changing market conditions or customer requirements, our
financial condition and results of operations would be materially and adversely affected.

The life cycles of our products are difficult to estimate. Our future success will depend upon our ability to keep
pace with technological developments, conform to evolving industry standards, particularly client/server and
Internet communication and security protocols, as well as publishing formats such as HTML and XML, and address
increasingly sophisticated customer needs. We cannot assure you that we will not experience difficulties that could
delay or prevent the successful development, introduction and marketing of new products, or that new products and
product enhancements will meet the requirements of the marketplace and achieve market acceptance.

We strive to achieve compatibility between our products and the text publication formats we believe are or will
become popular and widely adopted. We invest substantial resources in development efforts aimed at achieving
compatibility. Any failure by us to anticipate or respond adequately to technology or market developments could
result in a loss of competitiveness or revenue. For instance, to date we have focused our efforts on integration with
the Adobe PDF and Lotus Notes environments and, more recently, the Microsoft Exchange environment. Should any
of these products or technologies lose or fail to achieve acceptance in the marketplace or be replaced by other
products or technologies, our business could be materially and adversely affected.

We embed our basic search engine in key OEM application products and, therefore, our sales of information
retrieval products depend on our ability to maintain compatibility with these OEM applications. We cannot assure
you that we will be able to maintain compatibility with these vendors’ products or continue to be the search
technology of choice for OEMs. The failure to maintain compatibility with or be selected by OEMs would materially
and adversely affect our sales. Further, the failure of the products of our key OEM partners to achieve market
acceptance could harm our results of operations.

Our sofiware producits are complex and may contain errors that could damage our reputation and
decrease sales

Our complex software products may contain errors that may be detected at any point in the products’ life
cycles. We have in the past discovered software errors in some of our products and have experienced delays in
shipment of products during the periods required to correct these errors. We cannot assure you that, despite our
testing and quality assurance efforts and similar efforts by current and potential customers, errors will not be found.
The discovery of an error may result in loss of or delay in market acceptance and sales, diversion of development
resources, injury to our reputation, or increased service and warranty costs, any of which could harm our business.
Although we generally attempt by contract to limit our exposure to incidental and consequential damages, and to
cap our liabilities to our proceeds under the contract, if a court fails to enforce the liability limiting provisions of our
contracts for any reason, or if liabilities arise which are not effectively limited, our operating results could be
harmed.

We are dependent on proprietary technologies licensed from third parties, the loss of which could
delay shipments of products incorporating these technologies and could be costly

Some of the technology used by our products is licensed from third parties, generally on a nonexclusive basis.
We believe that there are alternative sources for each of the material components of technology we license from
third parties. However, the termination of any of these licenses, or the failure of the third-party licensors to
adequately maintain or update their products, could result in delay in our ability to ship these products while we
seek to implement technology offered by alternative sources. Any required replacement licenses could prove costly.
Also, any delay, to the extent it becomes extended or occurs at or near the end of a fiscal quarter, could harm our
quarterly results of operations. While it may be necessary or desirable in the future to obtain other licenses relating
to one or more of our products or relating to current or future technologies, we cannot assure you that we will be able
to do so on commercially reasonable terms or at all.

17




Qur ability to compete successfully will depend, in part, on our ability to protect our intellectual
property rights, which we may not be able to protect

We rely on a combination of patent, trade secrets, copyright and trademark laws, nondisclosure agreements
and other contractual provisions and technical measures to protect our intellectual property rights. The source code
for our proprietary software is protected both as a trade secret and as a copyrighted work. Policing unauthorized use
of our products, however, is difficult. Litigation may be necessary in the future to enforce our intellectual property
rights, to protect our trade secrets, to determine the validity and scope of the proprietary rights of others, or to
defend against claims of infringement or invalidity. Litigation could result in substantial costs and diversion of
resources and could harm our business regardless of the outcome of the litigation.

Effective copyright and trade secret protection may be unavailable or limited in some foreign countries. To
license our products, we frequently rely on “shrink wrap” licenses that are not signed by the end user and,
therefore, may be unenforceable under the laws of several jurisdictions. In addition, employees, consultants and
others who participate in the development of our products may breach their agreements with us regarding our
intellectual property, and we may not have adequate remedies for any such breach. We also realize that our trade
secrets may become known through other means not currently foreseen by us. Notwithstanding our efforts to protect
our intellectual property, our competitors 'may be able to develop products that are equal to or superior to our
products without infringing on any of our intellectual property rights.

Qur products employ technology that may infringe on the proprietary rights of third parties, which
may expose us to litigation

Third parties may assert that our products infringe their proprietary rights, or may assert claims for
indemnification resulting from infringement claims against us. Any such claims may cause us to delay or cancel
shipment of our products, which could harm our business. In addition, irrespective of the validity or the successful
assertion of claims, we could incur significant costs in defending against claims. To date, no third party has asserted
such claims.

We have been sued in the past and are at risk of future securities class action litigation, due to our
past and expected stock price volatility

In the past, securities class action litigation has often been brought against companies following a decline in
the market price of their securities. For example, in December 1999 our stock price dramatically declined and a
number of lawsuits were filed against us. Because we expect our stock price to continue to fluctuate significantly,
we may be the target of similar litigation in the future. Securities litigation could result in substantial costs and
divert management’s altention and resources, and could seriously harm our business.

If we lose key personnel, or are unable to atiract additional qualified personnel, our ability to
conduct and grow our business will be impaired

We believe that hiring and retaining qualified individuals at all levels is essential to our success, and we
cannot assure you that we will be successful in attracting and retaining the necessary personnel. In addition, we are
highly dependent on our direct sales force for sales of our products as we have limited distribution channels.
Continuity of technical personnel is an important factor in the successful completion of development projects, and
any turnover of our research and development personnel could harm our development and marketing efforts.

Our future success also depends on our continuing ability to identify, hire, train and retain other highly
qualified sales, technical and managerial personnel. Competition for this type of personnel is intense, and we
cannot assure you that we will be able to attract, assimilate or retain other highly qualified technical and managerial
personnel in the future. The inability to attract, hire or retain the necessary sales, technical and managerial
personnel could harm our business.
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We face intense competition from companies with significantly greater financial, technical, and
marketing resources, which could adversely affect our ability to maintain or increase sales of our
products

The information retrieval, classification and recommendation software markets are intensely competitive and
we cannot assure you that we will maintain our current position or market share. A number of companies offer
competitive products addressing these markets. In the enterprise market, we compete with Autonomy, Convera,
Endeca, FAST, Google, Hummingbird, iPhrase, Mercado, Microsoft, Open Text and Thunderstone, among others.
Plumtree is on occasion a competitor, but is viewed primarily as our partner and customer. In the Internet/
publishing market, we compete with Autonomy, Convera, Dataware, FAST, iPhrase, Lotus and Microsoft, among
others. We also compete indirectly with database vendors, such as Oracle, that offer information search and
retrieval capabilities with their core database products, as well as with ERP (Enterprise Resource Planning)
vendors, such as SAP, that offer these capabilities as part of their overall solution.

In the future, we may encounter competition from a number of companies. Many of our existing competitors, as
well as a number of other potential new competitors, have significantly greater financial, technical and marketing
resources than we do. Because the success of our strategy is dependent in part on the success of our strategic
customers, competition between our strategic customers and the strategic customers of our competitors, or failure of
our strategic customers to achieve or maintain market acceptance could harm our competitive position. Although we
believe that our products and technologies compete favorably with competitive products, we cannot assure you that
we will be able to compete successfully against our current or future competitors or that competition will not harm
our business.

Our recent acquisition of the Inkiomi enterprise search software assets and other potential
acquisitions may have unexpected consequences or impose additional costs on us

Our business is highly competitive and our growth is dependent upon market growth and our ability to enhance
our existing products and introduce new products on a timely basis. One of the ways we may address the need to
develop new products is through acquisitions of complementary businesses and technologies, such as our
acquisition of Inktomi’s enterprise search software assets. From time to time, we consider and evaluate potential
business combinations both involving our acquisition of another company and transactions involving the sale of
Verity through, among other things, a possible merger or consolidation of our business into that of another entity.
Acquisitions involve numerous risks, including the following:

e difficulties in integration of the operations, technologies, products and personnel of the acquired
companies;

s the risk of diverting management’s attention from normal daily operations of the business;

e accounting consequences, including changes in purchased research and development expenses, resulting
in variability in our quarterly earnings;

o potential difficulties in completing projects associated with purchased in-process research and
development;

e risks of entering markets in which we have no or limited direct prior experience and where competitors in
these markets have stronger market positions;

¢ the potential loss of key employees of the acquired company;

o the assumption of known and potentially unknown liabilities of the acquired company;
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°  we may find that the acquired company or assets do not further our business strategy or that we paid more
than what the company or assets are worth;

° we may have product liability associated with the sale of the acquired company’s products;
o we may have difficulty maintaining uniform standards, controls, procedures and policies;
o  our relationship with current and new employees and clients could be impaired,;

o the acquisition may result in litigation from terminated employees or third parties who believe a claim
against us would be valuable to pursue;

©  our due diligence process may fail to identify significant issues with product quality, product architecture
and legal contingencies, among other matters; and .

o insufficient revenues to offset increased expenses associated with acquisitions.
Acquisitions may also cause us to:
© issue common stock that would dilute our current stockholders’ percentage ownership;

o record goodwill and non-amortizable intangible assets that will be subject to impairment testing and
potential periodic impairment charges;

©  incur amortization expenses related to certain intangible assets; or
© incur large and immediate write-offs.

We cannol assure you that our acquisition of Inktomi’s enterprise search software assets and future
acquisitions will be successful and will not adversely affect our business. We must also maintain our ability to
manage any growth effectively. Failure to manage growth effectively and successfully integrate acquisitions we
make could harm our business.

Risks Related to Qur Industry

We depend on increasing use of the Internet, intranets, extranets and portals and on the growth of
electronic commerce. If the use of the Internet, intranets, extranets and portals and electronic
commerce do not grow as anticipated, our business will be seriously harmed

The products of most of our customers depend on the increased acceptance and use of the Internet as a
medium of commerce and on the development of corporate intranets, extranets and portals. As a result, acceptance
and use may not continue to develop at historical rates and a sufficiently broad base of business customers may not
adopt or continue to use the Internet as a medium of commerce. The lack of such development would impair
demand for our products and would adversely affect our ability to sell our products. Demand and market acceptance
for recently introduced services and products over the Internet and the development of corporate intranets, extranets
and portals are subject to a high level of uncertainty, and there exist few proven services and products.

The business of many of our customers, and consequently our ability to sell our products, would be seriously
harmed if:

o use of the Internet, the Web and other online services does not continue to increase or increases more
slowly than expected;
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o the infrastructure for the Internet, the Web and other online services does not effectively support
expansion that may occur; or

o the Internet, the Web and other online services do not create a viable commercial marketplace, inhibiting
the development of electronic commerce and reducing the need for our products and services.

Capacity constraints may restrict the use of the Internet as a commercial marketplace, which would
restrict our growth

The Internet may not be accepted as a viable long-term commercial marketplace for a number of reasons.
These include:

° potentially inadequate development of the necessary communication and network infrastructure,
particularly if rapid growth of the Internet continues;

e delayed development of enabling technologies and performance improvements;
o delayed development or adoption of new standards and protocols; and
¢ Increased governmental regulation.

Our ability to grow our business is dependent on the growth of the Internet and, consequently, any adverse
events would impair our ability to grow our business.

Security risks and concerns may deter the use of the Internet for conducting elecironic commerce,
which would adversely affect the demand for our products

A significant barrier to electronic commerce and communications is the secure transmission of confidential
information over public networks. Advances in computer capabilities, new discoveries in the field of cryptography
or other events or developments could result in compromises or breaches of our security systems or those of other
web sites to protect proprietary information. If any well-publicized compromises of security were to occur, it could
have the effect of substantially reducing the use of the Internet for commerce and communications, resulting in
reduced demand for our products, thus adversely affecting our revenues.

Security risks expose us to additional costs and to litigation

Anyone who circumvents our security measures could misappropriate proprietary information or cause
interruptions in our services or operations. The Internet is a public network, and data is sent over this network from
many sources. In the past, computer viruses, software programs that disable or impair computers, have been
distributed and have rapidly spread over the Internet. We may be required to expend significant capital and other
resources lo protect against the threat of security breaches or to alleviate problems caused by breaches. To the
extent that our activities may involve the storage and transmission of proprietary information, such as credit card
numbers, security breaches could expose us to a risk of loss or litigation and possible liability. Qur security
measures may be inadequate to prevent security breaches, and our business would be harmed if we do not prevent
them.
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Risks Related to Ownership of Qur Common Steck

The market price of our commen stock will fluctuate and you may lose all or part of your investment

Our common stock is quoted for trading on the Nasdaq National Market. The market price for our common

stock has been, and may continue to be, highly volatile for a number of reasons including:
e future announcements concerning us or our competitors;
© quarterly variations in operating results;
®  announcements of technological innovations;
© the introduction of new products or changes in product pricing policies by us or our competitors;
© announcements of acquisitions by us or competitors;
o litigation involving proprietary rights or other matters; and

© changes in earnings estimates by analysts or other factors.

In addition, stock prices for many technology companies fluctuate widely for reasons, which may be unrelated
to operating results. These fluctuations, as well as general economic, market and political conditions such as
recessions, terrorist attacks or military conflicts, may materially and adversely affect the market price of our

common stock.

We have implemented certain anti-takeover provisions that may prevent or delay an acquisition of

Verity that might be beneficial to our stockholders

Provisions of our certificate of incorporation and bylaws, as well as provisions of Delaware law, could make it
more difficult for a third-party to acquire us, even if doing so would be beneficial to our stockholders. These

provisions include:

establishment of a classified board of directors such that not all members of the board may be elected at
one time;

the ability of the board of directors to issue, without stockholder approval, up to 1,999,995 shares of
preferred stock to increase the number of outstanding shares and thwart a takeover attempt;

no provision for cumulative voting in the election of directors, which would otherwise allow less than a
majority of stockholders to elect director candidates;

limitations on whe may call special meetings of stockholders;

prohibiting stockholder action by written consent, thereby requiring all stockholder actions to be taken at a
meeting of our stockholders; and

advance notice requirements for nominations for election to the board of directors or for proposing matters
that can be acted upon by stockholders at stockholder meetings.

We also have in place a Share Purchase Rights Plan, commonly referred to as a “poison pill.” In addition, the
anti-takeover provisions of Section 203 of the Delaware General Corporations Law and the terms of our stock option
plan may discourage, delay or prevent a change in control of Verity.
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If we account for employee stock option and employee stock purchase plans using the fair value
methed, it could significantly reduce our net income and earnings per share

There has been ongoing public debate whether employee stock option and employee stock purchase plans
shares should be treated as a compensation expense and, if so, how to properly value such charges. If we elected or
were required to record an expense for our stock-based compensation plans using the fair value method, we could
have significant accounting charges. For example, in fiscal year 2003, had we accounted for stock-based
compensation plans using the fair-value method prescribed in FASB Statement No. 123 as amended by Statement
148, earnings per share would have been reduced by $1.77 per share. Although we are not currently required to
record any compensation expense using the fair value method in connection with option grants to employees that
have an exercise price at or above fair market value at the grant date and for shares issued under our employee
stock purchase plan, it is possible that future laws or regulations will require us to treat all stock-based
compensation as an expense using the fair value method. See Notes 2 and 7 of Notes to Consolidated Financial
Statements for a more detailed presentation of accounting for stock-based compensation plans.
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EXECUTIVE GFFICERS OF THE REGISTRANT

As of June 30, 2003, our executive officers and certain other key employees were as follows:

Name Age Position

Gary J. Sbona ....coveeeevevcrceeinienen 59 Executive Chairman of the Board

Anthony J. Bettencourt........cceeevveeeirirennee 42  President and Chief Executive Officer

Stephen W. Young......ccovvevevininiceniininnnncs 54  Chief Operating Officer )

Dr. Ashok K. Chandra......cooceovevveecennennenen. 54 Senior Vice President, Development and New Business
Activities

Steven R. Springsteel .......cccocrvenicvevcnnncns 45  Senior Vice President of Finance and Administration and
Chief Financial Officer

Andrew D. Felt..ooooviiivieeceeeccierece 42  Senior Vice President, Marketing

Sumil D. Nagdev oo 39 Senior Vice President, Professional Services and
Technical Support

Michael B. Mooney ......ccccevvrererrevencerveanenns 42 Senior Vice President, North American Sales & Business
Development

Dr. Prabhakar Raghavan ......ccocooeineicns 42  Vice President and Chief Technology Officer

Hugo Sluimer ..o 50  Senior Vice President, International Sales & European
Operations

Paul H. Cook....coovvvniiiciiiiiiiiiie 46  Vice President, Corporate Controller

GAry J. SBONA has served as our Executive Chairman since March 2003 and as the Chairman of our Board
of Directors since March 1999. Mr. Shona served as our Chief Executive Officer from July 1997 through February
2003 and has been a director since May 1998. Mr. Sbona also served as our President from July 1997 to September
1999. Mr. Sbhona currently serves as Chairman and Chief Executive Officer of Auspex Systems Ine. and Clarent
Corporation. In addition, Mr. Shona serves as a director of Calico Commerce, Inc. Since 1974, Mr. Shona also serves
as Chairman and Chief Executive Officer of Regent Pacific Management Corporation, a management services firm
that is currently providing our company management services.

ANTHONY J. BETTENCOURT joined our company in July 1995 as Vice President of North American sales. He
was subsequently promoted to Vice President of Worldwide Sales and Marketing and served in this position until
his departure in December 1996. Mr. Bettencourt rejoined our company in September 1997 as Senior Vice
President, Worldwide Sales and Product Marketing and was appointed to the position of President in September
1999. In March 2003, Mr. Bettencourt was promoted to President and Chief Executive Officer. Prior to initially
joining our company, Mr. Bettencourt served as vice president of sales for Versant Object Technology from 1992 to
June 1995 and as director of U.S. sales for Versant Object Technology from July 1990 to 1992. From December
1988 to July 1990, Mr. Bettencourt served as Vice President of Sales for Rockwell CMC. Prior to rejoining us, Mr.
Bettencourt served as an officer of OnLive! Technologies, a private technology company.

STEPHEN W. YOUNG joined our company as part of the Regent Pacific Management team in July 1997 and
was subsequently appointed to the position of Chief Operating Officer. Mr. Young also serves as a director and
Chief Operating Officer of Regent Pacific Management Corporation. Since 1990, Mr. Young has served as a
principal of Regent Pacific Management Corporation. Mr. Young holds a B.S. in Industrial Administration and an
M.B.A. from the University of Illinois.

Dr. AsHok K. CHANDRA has served as our Senior Vice President of Development and New Business
Activities since March 2000. Prior to joining Verity, Dr. Chandra was Director of Database Systems and Computer
Science at IBM’s Almaden Research Center, a computer software and hardware research center, and held several
key management positions at IBM Corporation, an information technology company, since 1973. Dr. Chandra holds
a B. Tech in Electrical Engineering from 1.1.T. Karpur, a M.S. from University of California at Berkeley, and a Ph.D.
in Computer Science from Stanford University.
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STEVEN R. SPRINGSTEEL has served as our Senior Vice President of Finance and Administration and Chief
Financial Officer since January 2003. Prior to joining Verity, Mr. Springsteel served as the Chief Operating Officer
and Chief Financial Officer of Sagent Technology, a publicly traded enterprise business intelligence software
company from November 2001 to January 2003. Before joining Sagent, Mr. Springsteel served as the Chief
Operating Officer and Chief Financial Officer of privately held NOCpulse (subsequently sold to Red Hat), from
October 2000 to November 2001. Mr. Springsteel served as the Executive Vice President and Chief Financial
Officer of Chordiant Software, a publicly traded customer relationship management software company from
November 1996 to October 2000. Mr. Springsteel also serves on the Board of Directors for both Sagent Technology
and Critical Path. Mr. Springsteel holds a BA in Business Administration from Cleveland State University.

ANDREW D. FEIT joined our company as our Vice President of Product Marketing in December 2002, as a
result of the acquisition of Inktomi’s enterprise search business, and was promoted to Senior Vice President of
Marketing in June 2003. Prior to joining our company, Mr. Feit served as Vice President of Marketing at Inktom1
Corporation, an Internet infrastructure software company, which he joined when Inktomi Corporation acquired
Quiver Inc. in August 2002. Before Inktomi, Mr. Feit held the position of Chief Operating Officer for Quiver, Inc., a
provider of taxonomy and classification applications, from February 2001 to August 2002. From July 2000 to
January 2001 Mr. Feit held the position of Vice President, Enterprise Search for Inktomi Corporation. Mr. Feit
joined Inktomi Corporation as a result of the acquisition of Uliraseek Corporation, a subsidiary of Infoseek
Corporation, an Internet search and directory service company, where Mr. Feit served as Vice President and
General Manager of the Enterprise Software division from September 1996 to July 2000. Prior to Infoseek, Mr. Feit
served as Director and Principal Analyst at Gartner Group/Dataquest from 1995 to 1996, and held a variety of sales
and marketing positions at Digital Equipment Corporation from 1983 through 1995. Mr. Feit holds a B.S. in
Chemical Engineering from Tufts University.

SUNIL D). NAGDEV joined our company as our Director of Professional Services in November 1997, and was
subsequently appointed to Vice President, Professional Services and Technical Support in July 1999. In June 2003,
Mr. Nagdev was promoted to Senior Vice President, Professional Services and Technical Support. Prior to Verity, he
served as Director of Technical Support at Versant Object Technology, a provider of object management for e-business
applications, since 1991, and before that, he worked at Consilium and Ask Computer Systems. Mr. Nagdev holds a
B.S. in Computer Science from Chico State University.

MicHAEL D. MOONEY joined our company as Vice President of Business Development in February 2000,
and was subsequently appointed to the position of Vice President, North American Sales & Business Development
in November 2001. In February 2003, Mr. Mooney was promoted to Senior of Vice President, North American Sales
& Business Development. Prior to joining Verity, Mr. Mooney served as Vice President of North American Sales for
Adaptive Media, a provider of visual collaborative commerce software and services, since 1997. Before joining
Adaptive Media, he was Vice President, Western Operations for Versant Object Technology, a provider of object
management for e-business applications, from 1991 to 1997. Mr. Mooney also held a variety of sales and sales
management positions at both Alantec and Rockwell CMC. Mr. Mooney holds a B.S. in Materials Engineering from
California State University Northridge.

Dr. PRABHAKAR RAGHAVAN joined our company as Chief Scientist and Vice President of Emerging
Technologies in April 2000. In June 2001, Dr. Raghavan was elected to serve as our Vice President and Chief
Technology Officer. Prior to Verity, he was the head of the Computer Science Principles department at IBM’s
Almaden Research Center, a computer software and hardware research center, since 1995 and was a Research Staff
Member from 1986 to 1994 at IBM T.J. Watson Research Center, also a computer software and hardware research
center. Dr. Raghavan is Consulting Professor of Computer Science at Stanford University and holds an
undergraduate degree in Electrical Engineering from LI.T. Madras and a Ph.D. in Electrical Engineering and
Computer Science from University of California at Berkeley.

Huco SLUIMER joined our company as Sales Manager in June 1990, and in March 1995 he was promoted to
Director of Sales. In May 1998, Mr. Sluimer was promoted to the position of Vice President, European Operations.
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In November 2001, Mr. Sluimer was appointed to the position of Vice President, International Sales & European
Operations. In June 2003, Mr. Sluimer was promoted to the Senior Vice President, International Sales & European
Operations. Prior to Verity, he held management positions at Oracle BV (The Netherlands) and Digital Equipment
BV (The Netherlands). Mr. Sluimer holds a B.S. in Computer Science.

PauL H. CooX joined our company in May 2001 as our Corporate Controller and in February 2003 was
promoted to Vice President, Corporate Controller. Prior to joining Verity, Mr. Cook served as Corporate Controller
for privately held Oblix, Inc., a provider of e-business infrastructure software, from December 2000 to February
2001. From March 2000 to November 2000, Mr. Cook served as Vice President of Finance and Corporate Controller
for Connetics Corporation, a publicly traded biopharmaceutical company. From August 1998 to February 2000, Mr.
Cook served as Corporate Controller for the digital animation studio DreamWorks/PDI. Prior to joining
DreamWorks/PDI, Mr. Cook served in senior financial management positions with Adobe Systems, a network
publishing software company, from January 1996 to July 1998. Before joining Adobe Systems, Mr. Cook was an
audit manager with Ernst & Young’s high tech practice in San Jose, CA. Mr. Cook holds a BS in Business
Administration and Accounting from California State University at Hayward and is a certified public accountant in
the State of California.

Item 2. Properties

Our principal administrative, sales, marketing and research and development facilities occupy approximately
57,500 square feet of the 96,000 square feet buildings in Sunnyvale, California. Cur operating lease agreement for
this facility commenced in June 1996 and expires in March 2005. We also lease sales offices in Virginia, New
York, Texas, Illinois, Massachusetts, England, Netherlands, France, Germany and Australia, Mexico. In addition,
we lease a development and technical support office in Canada, where we occupy approximately 35,000 square feet.
Our average annual lease payments of leased properties are scheduled to be approximately $1.8 million.

Item 3. Legal Proceedings

On June 7, 2001, Verity filed a complaint in federal district court in the Northern District of California, San
Jose Division, against BroadVision, Inc. (Case No. C01-20501-PVT-ADR). BroadVision is a software company that
Verity in the past has licensed to distribute Verity’s copyrighted software known as the Verity Developer Kit
(“VDK"™). Verity alleges in its complaint that under the terms of the parties’ licenses, BroadVision was authorized to
distribute certain limited portions of VDK as an embedded component of specified software applications of
BroadVision. Verity further alleges that BroadVision has distributed portions of VDK that it was not authorized to
distribute, failed to prevent end users from accessing unlicensed functions and encouraged end users to make use of
unlicensed functions of VDK. Verity further alleges that it terminated its license with BroadVision on April 24,
2001 and that BroadVision no longer has any right to distribute any portion of VDK.

Based on the foregoing allegations, Verity has asserted claims against BroadVision for copyright infringement,
declaratory relief, unfair competition, interference with economic advantage, breach of contract, and breach of the
implied covenant of good faith and fair dealing. Verity seeks by its complaint, among other things, an injunction to
prohibit BroadVision from further distribution of VDK, damages, including statutory damages, according to proof
based on BroadVision’s unauthorized distribution of VDK and attorneys’ fees.

BroadVision answered Verity’s complaint on June 28, 2001 and denied the material allegations of the
Complaint and asserted affirmative defenses to Verity’s claims. BroadVision also asserted a counterclaim alleging
that Verity had breached the parties’ license and the implied covenant of good faith and fair dealing contained
therein (1) by failing to pay BroadVision referral fees that it claims Verity owes to BroadVision for BroadVision’s
efforts in securing the sale of Verity Advanced K-2 Search Modules; and (2) by failing to provide support to
BroadVision for VDK after Verity terminated the parties’ license. BroadVision seeks by its counterclaim, among
other things, damages according to proof, a declaration that BroadVision has not breached the parties’ license and
attorneys’ fees.
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Verity answered BroadVision’s counterclaim on July 23, 2001 and denied the material allegations of the
counterclaim and asserted various affirmative defenses to BroadVision’s claims. On August 8, 2002, Verity filed a
first amended complaint against BroadVision which, among other things, added a claim for contributory copyright
infringement against BroadVision based on allegations that BroadVision knowingly facilitated the use by end users
of unlicensed functionality of VDK.

BroadVision answered Verity’s amended complaint on August 29, 2002 and denied the material allegations of
the amended complaint and asserted affirmative defenses to Verity’s claims. BroadVision also reasserted its
counterclaim described above. Verity answered the counterclaim on September 23, 2002 and denied the material
allegations of the counterclaim and asserted various affirmative defenses to BroadVision’s claims.

A trial date has been set for September 2, 2003,

Item 4. Submission of Matiers to a Vole of Securities Holders

Not Applicable.
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PART II

Item 5. Market for the Registrant’s Common Steck and Related Stockholders Matters
Our common stock is traded on the Nasdaq National Market under the symbol VRTY.

The following table sets forth the high and low sales prices of our common stock as reported by the Nasdag
National Market for the periods indicated.

High Low

Fiscal Year ended May 31, 2003

FIrSt QUATTEL...c.ovieneieecereriniee ettt st enene $12.97 § 9.11

SECONA QUATTET ... . veeererieeereeeinrtcerer ettt er e senaesase e ne e s ereae 14.46 7.90

Third QUATLET ..cveveeeeeeirieiecere e sa e enee 17.03 12.18

Fourth QUATter ...t 21.05 11.00
Fiscal Year ended May 31, 2002

FAISt QUATTET. ...t ieereriiiieieiee e eeceete et ee et e sae et e st eresesaeasesannsbesessennennas $24.57 % 8.75

SeCONA QUATTET....coervirireeieerre ettt st esr sttt sesteressasassesesaetesenas 16.22 7.00

Third QUATTET ...eviieeeiereeieees ettt et st s 22.25 10.84

Fourth QUArteT ...coveceeviiriiieiiriceree et et 17.83 8.57

As of May 31, 2003, there were approximately 157 holders of record of our common stock and 37,559,936
shares of our commen stock outstanding.

We have never declared or paid any cash dividends on our common stock. We currently intend to retain all
future earnings to finance the expansion of our business and repurchase our common stock and, therefore, do not
anticipate declaring or paying any cash dividends on our common stock in the foreseeable future. The payment of
dividends, if any, in the future is within the discretion of our board of directors and will depend on our earnings,
capital requirements, financial condition and other relevant factors.
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Item 6. Selected Consolidated Financial Data

The table below presents portions of our consolidated financial statements and is not complete. You should
read the following selected financial data in conjunction with our Consolidated Financial Statements and the Notes
to these financial statements and with “Management’s Discussion and Analysis of Financial Condition and Results
of Operations” included elsewhere in this Annual Report on Form 10-K. The historical results presented below are
not necessarily indicative of the results to be expected for any future fiscal year.

Fiscal Year Ended May 31
2003 2002 _ 20Q1 = _ 2000 _ 1999

(in thousands, except per share data)

Counsolidated Statements of Operations Data:

Revenues:
Software products ..........ceeceeievminiiien e $ 57,529 $ 55,859 $108,705 $ 69,655 $48,327
Service and other.........occccceiiiiiienciecec e 44,421 __37.906 _ 36330 _ 26445 _16.098
Total TEVENUES .....oveeveieeireeceeciesteeee e ere e b 101,950 _ 93,765 _145.035 _ 96,100 _64.425
Costs of revenues:
Software products .........ceververrneicnnenne e 1,154 2,254 1,655 880 1,218
Service and Other..........ccovevverecieeiii e 11,688 _ 10978 _ 11,821 8.357 __4.660
Total costs of TEVENUES ....cccvvveereeeeeiieece s eeeeeeeees 12.842 13,232 _ 13476 9237 __ 53878
GroSS Profifecc.cnreeenceieiieierie et et e 89,108 80,533 _131,559 _ 86,863 _58,547
Operating expenses:
Research and development ........ocovcnneveeereccnnnennneeenes 22,982 23,627 21,639 16,017 13,711
Marketing and sales .......ccooeeviieininicnininneeeeeeeees 40,717 50,285 56,637 38,742 26,860
General and adminiStrative .......eeeeevieeciveeiesieeiovesiecieesseens 10,368 11,654 10,636 6,847 6,323
In-process research and development charge.......ccconee.. 1,200 — — — —
Amortization of purchased intangible assets ........c.ccccornn... 1,290 — — — —
Restructuring charges ......c.cccoveeemvceenneecnnvecncrnercncenen, 993 1,563 — — —
Charitable contribution .........cccocevvveviiciiccenreeee e — 1,000 — — —
Total operaling eXpenses .......ccoceeuevevreeercnnnecenene __ 77,550 _ 88.129 _ 88912 _ 61.606 _46,894
Income (loss) from operations.........ccccoenciimennneeiconcneeens 11,558 (7,596) 42,647 25,257 11,653
Other INCOME, NEL...oueeiiiiiiieeee e et eetee e 7,217 9,869 11.335 5.603 1.077
Income before provision for InCome taxes ........oceverererircrrennne 18,775 2,273 53,982 30,860 12,730
Provision for (benefit from) income taxes ........cccocvvvrrvereenene. 7,134 864 _ 20222 (2,150) 600
INEL ITCOIME 1 vveeeerecveeeeeeeeeer s e et e s eereeeeetesesseesssenesaeesseaeeseanes $ 11641 $ 1400 $ 33,760 $ 33.010 $12.130
Net income per share — basic .....c.covervnicernioncvcrnnnee $ 033 8§ 004 % 100$ 1108 0.0
Net income per share — diluted .....cccovvevvvevvecrerneerciererine, $ 0318 004 8% 092 % 095§ 044
Number of shares used in per share calculation — basic....... 35410 _ 35404 _ 33,634 _ 30,026 24,198

Number of shares used in per share calculation — diluted.... _37.595 _ 37,169 __36,649 _ 34.886 _27.700
Consoclidated Balance Sheet Data:

Working capital......ccoiiveeieiinrcre e 132,014 149,610 164,093 134,527 33,282
Total @8Se18 . cveeverirriiirrrct e s 339,659 298,150 303,599 213,378 65,026
Long-term obligations.......cccevnoriieniicnnneeneincesiicseeseenes 3,021 — — — —
Stockholders’ equity ....cooveevrreverererinieecee e 291,631 264,265 264,144 183,634 43,419

See Notes 2 and 11 of Notes to Consolidated Financial Statements beginning on page 56 of this Annual Report
on Form 10-K for an explanation of the method used to determine the number of shares used to compute per share
amounts.

On December 17, 2002, we acquired from Inktomi assets relating to Inktomi’s enterprise search software
business, which includes basic search, categorization and content refinement capabilities, as well as its XML
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technology assets. This acquisition was accounted for as a purchase. Consequently, from and after the date of
purchase we have recorded revenues from the business and products acquired from Inktomi, as well as have
incurred added expenses from the acquisition of this business.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion should be read in conjunction with the consolidated financial statements and related
notes, which appear elsewhere in this Annual Report on Form 10-K. The following discussion contains forward-
looking statements that involve risks and uncertainties. Our actual results could differ materially from those
anticipated in these forward-looking statements as a result of certain factors, including those discussed below and
elsewhere in this Annual Report on Form 10-K, particularly under the heading “Item 1. Business — Risk Factors.”

Overview

We offer products and technology that address the business portal, e-commerce, and knowledge management
markets, which we define broadly as intellectual capital management. The intellectual capital management market
includes enterprise intranets and corporate portals used for sharing information within an enterprise, e-commerce
sites for online selling, and extranets for business-to-business activities. Intellectual capital management solutions
provide secure, personalized access to information for employees, partners, customers and suppliers, wherever that
information may reside in the enterprise. We expect that for the foreseeable future we will continue to derive the
largest portion of our revenues from licensing our technology for enterprise and e-commerce applications and
intellectual capital management solutions.

In December 2002, we completed the acquisition of the enterprise search assets of Inktomi Corporation,
further expanding our product portfolio to include solutions for smaller organizations and departments within larger
enterprises. In addition to addressing these markets, the acquired enterprise search software, re-branded Verity
Uliraseek, is in use at a number of larger enterprises for search-only applications as well. We are continuing
development and support of the Ultraseek product line, and believe that the larger enterprises in the installed base
represent an upgrade opportunity to our broader intellectual capital management solutions as their needs grow.

Critical Accounting Policies and Estimates

The discussion and analysis of our financial condition and results of operations are based upon our
consolidated financial statements, which have been prepared in accordance with accounting principles generally
accepted in the United States. The preparation of these financial statements requires us to make estimates and
judgments that affect the reported amounts of assets, liabilities, revenues and expenses, and related disclosure of
assets and liabilities. On an on-going basis, we evaluate our critical accounting policies and estimates, including
those related to revenue recognition, bad debts, income taxes and intangible assets. We base our estimates on
historical experience and on various other assumptions that we believe to be reasonable under the circumstances,
the results of which form the basis for making judgments about the carrying values of assets and liabilities that are
not readily apparent from other sources. Actual results may differ from these estimates under different assumptions
or conditions.

We believe the following critical accounting policies affect the more significant judgments and estimates used
in the preparation of our consolidated financial statements:

Revenue Recognition
Our revenues are derived from license fees for our software products and fees for services complementary to

our products, including software maintenance, consulting and training. We generally charge fees for services
separately from the license fees for our software products.
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We recognize revenue in accordance with the American Institute of Certified Public Accountants (“AICPA™)
Statement of Position (“SOP”) 97-2, “Software Revenue Recognition,” as amended. The AICPA and its Software
Revenue Recognition Task Force continue to issue interpretations and guidance for applying the relevant standards
to a wide range of sales contract terms and business arrangements that are prevalent in the software industry. Also,
the Securities and Exchange Commission (“SEC”) has issued Staff Accounting Bulletin No. 101, “Revenue
Recognition in Financial Statements,” which provides guidance related to revenue recognition based on
interpretations and practices followed by the SEC. Future interpretations of existing accounting standards or
changes in our business practices could result in future changes in our revenue accounting policies that could have
a material adverse effect on our business, financial condition and results of operations.

We recognize revenue from the sale of software licenses when persuasive evidence of an arrangement exists,
the product has been delivered, the fees are fixed or determinable and collection of the resulting receivable is
probable. Delivery generally occurs when the product is delivered to a common carrier or made available to the
customer for electronic download. At the time of the transaction, we assess whether the fee associated with our
revenue transactions is fixed or determinable and whether or not collection is probable. We assess whether the fee
1s fixed or determinable based on the payment terms associated with the transaction. We assess collection based on
a number of factors, including past transaction history with the customer and the credit-worthiness of the customer.

For all sales, we use either a binding purchase order or signed license agreement as evidence of an
arrangement. Sales through our distributors are evidenced by a master agreement governing the relationship
together with binding purchase orders on a transaction-by-transaction basis. Our arrangements do not generally
include acceptance clauses. However, if an arrangement includes an acceptance provision, acceptance occurs upon
the earlier of receipt of a written customer acceptance or expiration of the acceptance period.

We recognize maintenance revenues from ongoing customer support and product upgrades ratably over the
term of the applicable maintenance agreement, which is typically twelve months. Generally, we receive payments
for maintenance fees in advance and they are nonrefundable. We recognize revenues for consulting and training
generally when the services are performed.

For agreements with multiple elements, such as license, maintenance, training and consulting services, we
allocate revenue to each component of the arrangement based upon its fair value as determined by vendor specific
objective evidence (“VSOE”). VSOE of fair value for all elements of an arrangement is based upon the normal
pricing and discounting practices for those products and services when sold separately. For software license updates
and preduct support services, VSOE is additionally measured by the renewal rate offered to the customer. We defer
revenue for any undelivered elements, and recognize revenue when the product is delivered or over the period in
which the service is performed, in accordance with our revenue recognition policy for such element. If we cannot
objectively determine the fair value of any undelivered element included in bundled software and service
arrangements, we defer revenue unitil all elements are delivered and all services have been performed, or until fair
value can objectively be determined for any remaining undelivered elements. When the fair value of a delivered
element has not been established, we use the residual method to record revenue if the fair value of all undelivered
elements is determinable. Under the residual method, the fair value of the undelivered elements is deferred and the
remaining portion of the arrangement fee is allocated to the delivered elements and is recognized as revenue.

Sales Returns, Allowance for Doubtful Accounts

Our management must make estimates of potential future product returns related to current period product
revenue. Management analyzes historical returns, current economic trends, and changes in customer demand and
acceptance of our products when evaluating the adequacy of the sales returns allowance. Management judgments
and estimates must be made and used in connection with establishing the sales returns allowance in any accounting
period. Similarly, our management must make estimates of the uncollectability of our accounts receivables.
Management specifically analyzes accounts receivable and analyzes historical bad debts, customer concentrations,
customer credit-worthiness, current economic trends and changes in our customer payment terms when evaluating
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the adequacy of the allowance for doubtful accounts. As of May 31, 2003, our accounts receivable balance was
$22.6 million, net of allowance for sales returns of $0.2 million and allowance for doubtful accounts of $1.5 million.

Accounting for Income Taxes

As part of the process of preparing our consolidated financial statements we are required to estimate our
income taxes in each of the jurisdictions in which we operate. Our income tax accounting process involves our
recording the estimated future tax effects of temporary differences between the tax bases of assets and liabilities and
amounts reported in the accompanying consolidated balance sheets, as well as operating loss and tax credit
carryforwards. These differences result in the recognition of deferred tax assets and liabilities.

We evaluate this tax asset at each balance sheet date to determine its realizability, considering, without
limitation, currently enacted tax laws, expected future taxable income and origins of the specific components of the
deferred tax asset. If we determine that it is not fully realizable, we will record a valuation allowance to reduce the
asset balance to its realizable value through a charge to income tax expense. Determining whether we will be able to
utilize the net operating loss carryforward requires that we estimate future taxable income and make judgments
regarding the timing of future tax obligations. Actual taxable income could differ from our estimates.

As of May 31, 2003, we believe it is more likely than not that we will be able to realize the majority of our tax
asset through expecled future taxable profits, but believe that it is more probable than not that we will not be able to
recover any benefits from net operating loss carryforwards originating from deductions for the exercise and/or
disposition of stock options in recent periods. Therefore, we recorded a valuation allowance related to this
component of the deferred tax asset. The net operating loss carryforwards originating from deductions for the
exercise and/or disposition of stock options and the related valuation allowance has been recorded against
additional paid-in capital and did not affect net income for the period.

If we conclude that other components of the deferred tax asset require a valuation allowance in the future, the
effect on income tax expense could be material.

Intangible Assets

We regularly evaluate whether events and circumstances have occurred that indicate a possible impairment of
goodwill. In determining whether there is an impairment of goodwill, we calculate the estimated fair value of our
company based on the closing sales price of our common stock and projected discounted cash flows as of the date
we perform the impairment tests. We then compare the resulting fair value to its respective net book value,
including goodwill. If the net book value of our company exceeds its fair value, we measure the amount of the
impairment loss by comparing the implied fair value of our goodwill with the carrying amount of that goodwill. To
the extent that the carrying amount of goodwill exceeds its implied fair value, we recognized a goodwill impairment
loss. We perform this impairment test annually and whenever facts and circumstances indicate that there is a
possible impairment of goodwill. We have completed the required annual impairment test, which resulted in no
impairment for fiscal year 2003. We believe the methodology we use in testing impairment of goodwill provides us
with reasonable basis in determining whether an impairment charge should be taken.
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Results of Operations

The following table sets forth the percentage of revenue represented by certain items in our Consolidated

Statements of Operations for the periods indicated:

Revenues:

Fiscal Year Ended May 31.
2003 2002 2001

SOfIWATE PIOQUCES ....eevireiniiieiee ettt ettt e sttt ere s

Service and Other.......oooviiiviiiiiiecee ettt ettt e e s e srees
TOtal TEVEIUES ...cvvvvieecvrerire ettt ce et seriabe s e sebreesesessbbesesesesbanssesntanens

Costs of revenues:

SOfWATE PIOQUELS v..cvveveeeereririier ettt st st e sees et seesesesn e srsbenenbenene
Service and OtheT......ocie i e e re e sbaeta e re e
Total COSIS Of TEVEMUES ...eveiviireieriie it ceretre e e et ssveesessm e e s e ssaeeseses

GTOSS PIOIL.1urtevereeiiririenrereeinte st treeseerenete e sa et et seessaseas s st sbeenebeseraeseress e besamtebeasosneen

Operating expenses:

Research and development ..o
Marketing and sales ..o
General and adminisStrative .........coovicieeniciiec e e
In-process research and development charge.........cccoevereennncnninricsieccnccinenn
Amortization of purchased intangible assets .......oocceivveiieneeeieeccenen
Restructuring Charge ...t
Charitable CORtrIBULION .c.occveeeririiiiticeinr et
Total Operating eXPeNSES ......evicririererieriiiiie et eere e etsa e et srennens
Income (1088) from OPETALIONS .....coueereritrierireeererrtrere et bbb et rsse b
Other INCOME, NEL .. .eviieieiiiceiiieeee ettt st e et seneessavesssbesesanesstsseststsssneessrenens
Income before provision for INCOME LAXES ....cucoverruverrccreererirecieecieiecee et
Provision for INCOME tAXES....urueeericriiiinen et
INEL INCOMIE ..ttt et e et eb bbb e srsaeesesb e st e sene

Years Ended May 31, 2003, 2002 and 2001

56.4%  59.6% 750

436 404 250
1.1 2.4 1.1
115 117 _82
126 _141 _93
874 859 907
22.5 25.2 14.9
39.9 53.6 39.1
10.2 12.4 7.3
1.2 — —
1.3 — —
1.0 1.7 —
= 11 =

3 81 294
_71 105 _18

4 2.4 37.2
_70 _09 _139
114% _15% _233

In fiscal years 2001, 2002 and 2003, our Management Information Systems (“MIS”) operations expense was
fully allocated to our research and development organization. Beginning in fiscal year 2004, we will allocate our
total MIS expenses throughout our organization, in order to more closely match the practices of other software
companies. When compared with fiscal years 2001 through 2003, these allocations will have the net effect in fiscal
year 2004 of reducing our research and development expenses, and increasing expenses of costs of software
products, costs of service and other, marketing and sales and general and administrative. Our worldwide MIS
expenses consist primarily of employee compensation and benefits, capital equipment related (expensed or
depreciated, including associated maintenance contracts and rentals) and corporate overhead allocations. In fiscal

year 2003, these expenses were approximately $1 million per quarter.

Revenues

Total revenues

Total revenues
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2003
$102.0

Percent
Change

2002

Percent
Change 2001

(dollars in millions)

8.7%

$93.8

(35.4)% $145.0

Fo
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The increase in total revenues from fiscal year 2002 to fiscal year 2003 was due to a $1.7 million increase in
our software product revenues and to a $6.5 million increase in our service and other revenues. The increase was
the result of an increase in the total number of customer transactions combined with a relatively smaller reduction
in the average revenue per lransaction. Fiscal year 2003 results include the addition of our Ultraseek preduct,
which came from the purchase of assets and obligations of Inktomi Corporation’s enterprise search software
business (“Enterprise”) in December 2002.

The decrease in total revenues from fiscal year 2001 to fiscal year 2002 was primarily due to the impact of the
slowdown in worldwide economic conditions resulting in customers canceling or delaying orders, due to their
downsizing capital spending, partly offset by increased service and other revenue derived from our installed base.
The decrease was the result of both a decrease in the total number of customer transactions and a reduction in the
average revenue per transaction.

Revenues derived from foreign operations accounted for 15.0%, 13.9% and 6.3% of total revenues, in fiscal
years 2003, 2002 and 2001, respectively. Our export sales consist of products licensed for delivery outside of the
United States. In fiscal years 2003, 2002 and 2001, export sales accounted for 22.4%, 21.8% and 26.0% of total

revenues, respectively.

No single customer accounted for 10% or more of our revenues during fiscal years 2003, 2002 or 2001.
Revenues derived from sales to the federal government and its agencies were 9.8%, 6.1% and 7.4% of total
revenues in fiscal years 2003, 2002 and 2001, respectively. Sales to government agencies will continue to fluctuate
as a percentage of revenues in the future.

Software product revenues Percent Percent

2003 Change 2002 Change 2001

(dollars in millions)

Software product revenues $57.5 3.0% $559 (48.6)% $108.7
Percentage of total revenues 56.4% 59.6% 75.0%

We continue to operate in a difficult global economic environment. We experienced a modest increase in
software product revenues from fiscal year 2002 to fiscal year 2003, primarily resulting from sales of our Ultraseek
product, which we did not have prior to our acquisition of Enterprise in December 2002. This increase was offset in
part by a decrease in sales of our K2 product application and to decreased OEM royalties.

The decrease in software product revenues from fiscal year 2001 to fiscal year 2002 was primarily a result of
the continued softness in overall demand for enterprise-wide software licenses resulting from the slowdown in the
worldwide economy and the resulting decline in information technology capital spending.

Service and other revenues Percent Percent
2003 Change 2002 Change 2001
(dollars in millions)
Service and other revenues $44.4 17.2% $37.9 4.3%  $36.3
Percentage of total revenues 43.6% 40.4% 25.0%

Service and other revenues consist primarily of fees for software maintenance, consulting and training.
The increase in service and other revenues from fiscal year 2002 to fiscal year 2003 was due to $4.4 million in
increased sales of consulting services and to $2.2 million in increased maintenance revenues which results

primarily from maintenance contracts acquired as part of the Enterprise purchase.

The increase in service and other revenues from fiscal year 2001 to fiscal year 2002 was principally due to an
increase in maintenance revenue resulting from the renewal of existing maintenance contracts from prior period
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software revenue arrangements, offset in part by decreases in consulting revenues and, to a lesser extent, training
revenues due to decreased software product sales.

Costs of Revenues

Costs of software products Percent Percent
e 2003  Change 2002 Change 2001

(dollars in millions)
Costs of software products $1.2 (48.8)% $2.3 36.2% $1.7
Percentage of software product revenues 2.0% 4.0% 1.5%

Costs of software products consist primarily of product media, duplication, manuals, packaging materials,
shipping expenses, employee compensation expenses, royalties paid to third-party vendors, and in certain
instances, licensing of third-party software incorporated in our products. We anticipate that costs of software
products will increase in absolute dollars when compared with fiscal year 2003, primarily as a result of increased
collateral (stationery, brochures, websites, presentation templates, trade show booths, etc.) costs associated with our
K2 5.0 product release and the addition of MIS allocations beginning in fiscal year 2004.

The decrease in costs of software products in absolute dollars and as a percentage of software product revenues
from fiscal year 2002 to fiscal year 2003 was attributable to $0.8 million in decreased costs of third-party software
components and to $0.3 million in decreased costs for manuals and other shipping expenses from the prior periods
which had approximately $0.1 million in total one-time costs associated with the start-up of European distribution
operations. We anticipate that costs of third-party software components will continue to constitute a lower
percentage of software product revenues as compared with fiscal years 2003 and 2002,

The increase in costs of software products in absolute dollars and as a percentage of software product revenues
from fiscal year 2001 to fiscal year 2002 was primarily attributable to increasing costs of third-party software
components. In fiscal years 2003, 2002 and 2001, we did not capitalize any software development costs since such
costs were not material.

3 P t P t
Costs of service and other 5 ixfne 2002 Ci?:n 2001
(dollars in millions)
Costs of service and other $11.7 6.5% $11.0 (T1)% $11.8
Percentage of service and other revenues 26.3% 29.0% 32.5%

Costs of service and other consists of costs incurred in providing consulting services, customer training,
telephone support and product upgrades to customers. Significant cost components include personnel-related and
third-party contractor costs, facilities costs, travel expenses associated with training and consulting implementation
services and depreciation expense. Costs of service and other will include the addition of MIS allocations beginning
in fiscal year 2004.

The increase in costs of service and other in absolute dollars from fiscal year 2002 to fiscal year 2003 was due
to increased compensation and other employee related expenses resulting from a slightly higher average headcount.
The higher average headcount results from the addition of personnel necessary to respond to increased demand for
services and in connection with the Enterprise purchase in December 2002. This compares with the prior year
period in which headcount began at a higher level than at any time during the first two quarters of fiscal year 2003,
but was reduced during our staffing reorganization during the quarter ended November 30, 2001. The decrease as a
percentage of service and other revenues was related to an increase in service and other revenues.

The decrease in costs of service and other in absolute dollars from fiscal year 2001 to fiscal year 2002 was

principally due to reduced headcount in our professional services organization resulting from our workforce
restructuring in the quarter-ended November 30, 2001. This action more closely sized our professional services
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organization with our expected level of professional services revenues. The decrease in costs of service and other as
a percentage of service and other revenue was primarily due to the decrease in absolute dollars from reduced
staffing combined with an increase in service and other revenues for the period.

Operating Expenses
P L P t
Research and development 20 e 2002 ereen 5
(dollars in milliens)
Research and development $23.0 (2.7Y% $23.6 92% $21.6
Percentage of total revenues 22.5% 25.2% 14.9%

Research and development expenses consist primarily of employee compensation and benefits, payments to
outside contractors, depreciation on equipment used for development and corporate overhead allocations. We
anticipate that research and development expenditures will continue to comprise a significant percentage of total
revenues because research and development is essential to maintaining our competitive position. We believe that
research and development expenses will remain approximately flat in absolute dollars (approximately $6.0 million)
in our quarter ending August 31, 2003, compared with our quarter ended May 31, 2003. This will result from an
anticipated increase in compensation expenses, in part resulting from a full bonus acerual anticipated in the quarter
ending August 31, 2003, compared with a partial reversal in quarter ended May 31, 2003, offset by a net reduction
in MIS expenses resulting from a partial allocation in the quarter ending August 31, 2003 when compared with a
full allocation in the quarter ended May 31, 2003. Beyond our first fiscal quarter, we anticipate that research and
development expenses will increase modestly resulting from annual compensation increases.

The decrease in research and development expenses in absolute dollars from fiscal year 2002 to fiscal year
2003 was primarily due to a decrease in compensation and other employee related expenses associated with the
reduction in staffing in our research and development organization during each of November 2001 and 2002, offset
in part by the addition of personnel in connection with the Enterprise purchase during the quarter ended February
28, 2003. The decrease as a percentage of total revenues was due to the decrease in absolute dollars and the
increase in total revenues.

The increase in research and development expenses in absolute dollars from fiscal year 2001 to fiscal year
2002 was primarily due to a $3.3 million increase in research and development personnel related expenses, offset
by a $1.4 million reduction in outside consulting services, to focus on enhancement of existing products and
development of new products addressing the business portal market, despite the staff reduction in November 2001.
The increase in research and development expenses as a percentage of total revenues from fiscal year 2001 to fiscal
year 2002 was due to the increase in absolute dollars combined with a decrease in total revenues for the period.

Marketing and sales Pereent Pereent
2003 Change 2002 Change 2001

(dollars in millions)

Marketing and sales $40.7 (19.0)% $50.3 (11.2)% $56.6
Percentage of total revenues 39.9% 53.6% 39.1%

Marketing and sales expenses consist primarily of employee compensation, tradeshows, outbound marketing
and other lead generation activities, public relations, travel expenses associated with our sales staff and corporate
overhead allocations. We anticipate that we will continue to make significant investments in marketing and sales.
We believe that marketing and sales expenses will increase in absolute dollars when compared with the level in our
quarter ended May 31, 2003, which was $11.1 million. This increase will result from an anticipated increase in
compensation expenses resulting from an increase in staffing to support higher revenue levels; full bonus accruals
in fiscal year 2004 compared with a partial reversal in quarter ended May 31, 2003, the addition of MIS allocations
beginning in fiscal year 2004, and an increase in anticipated sales and marketing programs. Beyond our first fiscal
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quarter, we anticipate that marketing and sales expenses will increase modestly resulting from annual compensation
increases.

The decrease in marketing and sales expenses in absolute dollars from fiscal year 2002 to fiscal year 2003 was
primarily due to a $9.3 million decrease in compensation and other employee related expenses associated with the
reduction in staffing in our marketing and sales organization during the quarters ended November 30, 2002 and
2001, and the transfer of our new CEQ from marketing and sales to the general and administrative organization,
offset in part by the addition of personnel in connection with the Enterprise purchase during the quarter ended
February 28, 2003. The decrease in marketing and sales expenses as a percentage of total revenues was due to the
decrease in absolute costs combined with the increase in total revenues for the period.

The decrease in marketing and sales expenses in absolute dollars from fiscal year 2001 to fiscal year 2002 was
primarily related to a $5.9 million decrease in sales commissions resulting from the decrease in software product
revenues, a reduction in sales personnel resulting from our workforce restructuring in the quarter-ended November
30, 2001, and to decreased spending on all marketing programs. The increase in marketing and sales expenses as a
percentage of total revenues from fiscal year 2001 to fiscal year 2002 was principally related to decreased total
revenues for the period.

General and administrative Percent Percent
2003  Change 2002  Change 2001

(dollars in millions)
General and administrative $104  (11.0)% $11.7 9.6% $10.6
Percentage of total revenues 10.2% 12.4% 7.3%

General and administrative expenses consist primarily of personnel costs for finance, legal, human resources
and general management, provisions for doubtful accounts, insurance, fees for external professional advisors and
corporate overhead allocations. We believe that general and administrative expenses will increase in absolute
dollars when compared with our quarter ended May 31, 2003 of $3.0 million, primarily resulting from the addition
of MIS allocations beginning in fiscal year 2004 and to increased costs associated with operating a public company
and the cost of complying with the Sarbanes-Oxley Act of 2002.

The decrease in general and administrative expenses in absolute dollars from fiscal year 2002 to fiscal year
2003 was due to a $1.6 million decrease in expenses for outside professional services including legal fees, and audit
and tax fees and a $0.7 million decrease in bad debt expense. This was offset in part by a $0.4 million increase in
Insufance costs, increased compensation costs associated with the addition of personnel in connection with the
Enterprise purchase during the quarter ended February 28, 2003 and increased costs associated with transferring
our new CEO to the general and administrative organization from marketing and sales. The decrease as a percentage
of total revenues was due to the decrease in absolute costs combined with the increase in total revenues for the
period.

The increase in general and administrative expenses in absolute dollars from fiscal vear 2001 to fiscal year
2002 was principally due to increased expenses for legal services of $0.3 million, insurance premiums of $0.3
million, and various tax studies and other outside professional services of $0.4 million. The increase in general and
administrative expenses as a percentage of total revenues from fiscal 2001 year to fiscal year 2002 was due the
increase in absolute dollars combined with the decrease in total revenues for the period.

In-process research and development Percent Percent
2003  Change 2002  Chamge 2001
(dollars in millions)
In-process research & development $1.2 nm $0.0 nm $0.0
Percentage of total revenues 1.2% 0.0% 0.0%

Total in-process research and development expense of $1.2 million for fiscal year 2003 was attributable to the
Enterprise purchase. The methodology for allocating the purchase price to in-process research and development is
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determined through established valuation techniques as outlined in the In-Process R&D Practice Aid published by
the American Institute of Certified Public Accountants, Inc. (“AICPA”). The fair value allocation to in-process
research and development was determined, and expensed upon acquisition, by identifying the research projects for
which technological feasibility had not been achieved and which had no alternative future use at the acquisition
date, assessing the stage and expected date of completion of the research and development effort at the acquisition
date, and calculating the net present value of the cash flows (by discounting expected future cash flows to present
value) expected to result from the successful deployment of the new technology resulting from the in-process
research and development effort. The discount rates used in the present value calculations are typically derived
from a weighted-average cost of capital analysis and venture capital surveys, adjusted upward to reflect additional
risks inherent in the development life cycle based on each in-process research and development project’s stage of
completion. The discount rates for existing technology and in-process research and development were 28% and
33%, respectively.

The stages of completion were determined by estimating the costs and time incurred to date relative to the
costs and time incurred to develop the in-process technology into a commercially viable technology or product,
while considering the relative difficulty of completing the various tasks and obstacles necessary to attain
technological feasibility. As of the acquisition date, Enterprise had released Ultraseek 5.0, XML Toolkit 1.0, and
the then latest version of Quiver to the market. Current development efforts, considered in-process research and
development, were focused on Ultraseek 5.1 and XML Toolkit 2.0. There were no development efforts (that met the
criteria of in-process research and development) related to the Quiver product line as of the acquisition date. The
estimated stage of completion of both Ultraseek 5.1 and XML toolkit 2.0 was 55% complete.

The development of the acquired in-process research and development remains a significant risk due to the
remaining efforts to achieve technical feasibility, rapidly changing customer markets, uncertain standards for new
products, and significant competitive threats from several companies. The nature of the efforts to develop these
technologies into commercially viable products consists principally of completing the software development relating
to the planned new functionalities, and testing activities necessary to determine that the technologies can meet
market expectations, including functionality and technical requirements. Failure to bring these products to market
in a timely manner could result in a loss of market share or a lost opportunity to capitalize on emerging markets, and
could have a material adverse impact on our business and operating results.

The key assumptions underlying the valuations for our purchase acquisition primarily consist of an expected
completion date for the in-process research and development projects, estimated costs to complete these projects,
revenue and expense projections assuming the products have entered the market, and discount rates based on the
risks associated with the stage of completion of the in-process technology acquired.

Amortization of purchased intangible assets Percent Percent
2003 Change 2002 Change 2001

(dollars in millions)

Amortization $1.3 nm $0.0 nm %0.0
Percentage of total revenues 1.3% 0.0% 0.0%

During fiscal year 2003, we amortized $1.3 million of the purchased intangible assets in connection with
acquired technology, patents and maintenance agreements from our Enterprise purchase. We will record quarterly
amortization expenses of $0.6 million associated with the purchased intangible assets of Enterprise over the
estimated useful life of 5 years. For additional information regarding purchased intangible assets, see Note 3 to the
Consolidated Financial Statements.

Restructuring charge Percent Percent
2003 Change 2002 Change 2001

(dollars in millions)

Restructuring charge $1.0 36.5)% $1.6 nm %0.0
Percentage of total revenues 1.0% 1.7% 0.0%
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During each of November 2001 and 2002, we executed restructurings designed to reduce costs and to better
align our expense levels with anticipated revenue levels and to ensure conservative spending during the current
period of economic uncertainty.

Restructuring charges 2003 2002
(dollars in millions)

SEVETANCE COSLS wruvvmrsrersrsirniesiirrisisactriesssessotsissesessesebs s st ssssossansssasisasssensssnisisssasens $0.7 $1.2
Legal and other outside SErvICes COSIS .....oivrivirirererirreinecrier e essneess e 0.1 0.3
Other Charges ..o et 0.2 01
Total restructuring Charges ... ...ccccvnereirerennieee ettt seen $1.0 $16

During November 2002, we implemented a worldwide restructuring to focus on reducing expenses and
improving efficiency due to continued macro-economic and capital spending issues affecting the software industry.
In connection with the restructuring, we recorded in the quarter ended November 30, 2002, a $1.0 million
restructuring charge, of which approximately $0.7 million was related to severance costs associated with the
reduction in the worldwide workforce by approximately 50 employees, approximately $0.1 million to legal and other
outside services in connection with the restructuring, and approximately $0.2 million to other costs associated with
the restructuring. The restructuring impacted operations in the U.S., Canada and the Netherlands and was
concentrated in research and development and, to a lesser extent, sales and marketing. The anticipated cost savings
resulting {rom this restructuring consist of reduced compensation expenses from the affected employees, offset by
any subsequent headcount additions.

Of the total $1.0 million restructuring charge, approximately $0.2 million remains unpaid at May 31, 2003.
The remaining $0.2 million relates to a facilities lease and will be paid out ratably over the remaining life of the
lease, which terminates in October 2005.

During November 2001, we implemented a worldwide restructuring and recorded a $1.6 million restructuring
charge, of which approximately $1.2 million was related to severance costs associated with the reduction in the
worldwide workforce by 65 employees, approximately $0.3 million to legal and other outside services in connection
with the restructuring and approximately $0.1 million to other costs associated with the restructuring. The
restructuring impacted operations in the U.S., Canada, the U.K., Germany, France, the Netherlands, Sweden and
South Africa, primarily in marketing and sales, and research and development. There is no remaining unpaid
amount at May 31, 2003.

Charitable contribution Percent Percent

2003  Chapnge 2002  Change 2001

(dollars in millions)

Charitable contribution .........ccovevveeererccnoreierecnenseninees $0.0 nm $1.0 nm $0.0
Percentage of total revenues.........ccoccvorenencrnnrercncnenn 0.0% 1.1% 0.0%

On September 14, 2001, we made a $1 million donation to help the victims of the September 11th terrorist
attacks in New York, Pennsylvania, and Washington D.C. Our donation kicked off the United Way Silicon Valley
9/11 Response Fund. The donation provided immediate support to established emergency assistance agencies, such
as the American Red Cross and Salvation Army, both of which are founding members of the United Way locally and
nationally.

Other income, net Percent Percent

2003  Change 2002  Change 2001

(dollars in millions)

Other INCOME, NEL..c.ccveviieeeieeciiee et $7.2 (26.9% $ 9.9 (12.9% $11.3
Percentage of total revenues ..........cooeiviicnnnnn 7.1% 10.5% 7.8%

Other income consists primarily of interest income and realized gains from our investments in marketable
securities as well as gains and losses associated with our foreign currency hedging activity.
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The decrease in other income in absolute dollars from fiscal year 2001 through fiscal year 2003 was primarily
due to decreasing overall yields on our portfolio of marketable securities caused by the decreasing interest rate
environment partially offset by higher cash balances when compared with the prior years.

Percent Percent
2003 Change 2002 Change 2001

(dollars in millions)

Income tax provision

Income tax provision.....coecvereeiieieeeccenene e $71 725.7% % 09 (95.1)% $20.2
Percentage of total revenues .......cccceeeiviirninnnnen, 7.0% 0.9% 13.9%
Effective tax rate......occeinnverievenecnieeeie e 38.0% 38.0% 37.5%

Income tax provision includes U.S. and foreign income taxes, as well as the provision for U.S. taxes on
undistributed earnings of international subsidiaries. Certain items of income and expense are not reported in tax
returns and financial statements in the same year. The tax effect of this difference is reported as deferred income

taxes.

During the year ended May 31, 2003, we assessed the qualification of our research and development expenses
for state and federal research and development tax credits. We expect the tax savings for fiscal 2003 due to research
and development tax credits to result in a marginally lower effective tax rate and accordingly applied an effective
tax rate of 38.0% to the result of our year ended May 31, 2003. We will continually reassess the impact of our
research and development expenses on our effective tax rate in future periods.
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Quarterly Results of Operations

The following table sets forth certain unaudited consolidated statements of operations data, both in dollar amount
and as a percentage of total revenues, for each of the eight quarters in the period ended May 31, 2003. In our opinion, this
information has been presented on the same basis as the audited consolidated financial statements appearing elsewhere in
this Annual Report on Form 10-K, and all necessary adjustments, consisting only of normal recurring adjustments, have
been included in the amounts stated below to present fairly the unaudited quarterly results when read in conjunction with
the audited consolidated financial statements and related notes thereto. The operating results for any quarter should not
be relied upon as necessarily indicative of results for any future period. We expect our quarterly operating results to
fluctuate in future periods due to a variety of reasons, including those specifically discussed in “Item 1. Business — Risk
Factors.”

Quarter Ended
May 31, Feb. 28, Nov. 30, Aug. 31, May 31, Feb. 28, Nov. 30, Aug. 31,
2003 _2003 2002 _2002  _2002 —2001 _ 2001

(in thousands, except per share data)

:

Consolidated Statements of Operations Data:

Revenues:
Software ProQUELS ......ccuvuiescrnmmeereicreriormeeseeemeeserererassreesessns 816,552 $15,722 $12949 $12,306 $16,350 $15,968 $13,274 810,267
Service and other..... .o 12653 12,122 9,942 9.704 9,705 9.077 9.286 9.838
Total revenues 29,205 _27.844 22.891 22,010 _26.055 _25,045 _22.560 20,105
Costs of revenues:
Software products ...t 259 243 278 374 409 659 644 542
Service and other................ . 3.201 3,041 2,876 2,570 2.569 2,606 _ 2,757 3,046
Total costs of revenues . 3.460 3,284 3.154 2,944 2978 3.265 3,401 3,588
Gross Profite..ccvieneciiciciiie s 25.745 _24,560 19,737 _19.066 23,077 21,780 19.159 6,517
Operating expenses:
Research and development.........ccocccoviniiiecciirincnnceienne, 5,962 5,912 5,165 5,943 5,917 5,819 5,955 5,936
Marketing and sales ........... 11,096 10,117 9,300 10,204 10,830 11,461 13,396 14,598
General and administrative ......c...ccooevveeennans 3,026 2,376 2,371 2,595 2,861 3,052 2,909 2,832
In-process research and development charge .. — 1,200 — — — — — —
Amortization of purchased intangible assets.... 645 645 — — — — — —
Restructuring charge ... — — 993 — — — 1,563 —
Charitable contribution ...... — — — — — — 1.000 —
Total operating expenses 20,729 20,250 17.829 18742 _19.608 _20,332 24,823 23,366
Income (loss) from operations..... . 5,016 4,310 1,908 324 3,469 1,448 (5,664) (6,849)
Other INCOME, TIEL....cc.cviivnririeierirrrieiecre st seesicveessess e enesebesenrens 1.819 1,590 1.904 1.904 2,115 _ 2233
Income (loss) before provision for income taxes.....c..ccocvcvernnne. 6,835 5,900 3,812 2,228 5,584 3,703 (3,035) (3,979
Provision for (benefit from) income taxes.......... . 2,596 2,242 1,449 847 2,122 407 (1,153) 212)
Net income (1088)..c.orcrrorcrinceenecnen . $4239 83658 § 2363 $ 1381 $ 3462 $ 2296 $(1.882) $(2467)
Net income (loss) per share — basic ...ccorvevcrrricriericcrceneanne $ 012 $ 011 $ 007 $§ 004 $ 010 § 006 § (005 § (0.07)
Net income (loss) per share — diluted ....c..coeererveccvvencrronnne $ 011 £ 010 § 007 8 004 § 009 $ 006 § (005 § (0.07)
Number of shares used in per share calculation — basic......... _36,665 _34.739 _34.699 35,548 _35.717 35,378 35,161 35,362

Number of shares used in per share calculation — diluted..... 40,086 37,883 _35766 _36.645 _37.408 38,277 35.16] 35,362

Revenues:
Software ProdUCES .....ccveerverreciriiniree e s 56.7%  56.5% 56.6% 55.9% 62.8%  63.8% 58.8% 51.1%
Service and other ... rreiereecnerencees 43.3 43.5 43.4 44,1 37.2 36.2 41.2 48.9
Total TeVENUES .vvvieiriceerer ettt 100.0 100.0 100.0 1000 __ 1000 _ 1000 __100.0 __100.0
Costs of revenues:
Software products ... 0.9 9 1.2 1.7 1.6 2.6 2.9 2.7
Service and other - 10.9 109 126 11.7 9.8 10.4 12,2 151
Total costs of revenues .......c.coveiccrnecniininnecinen, 11.8 11.8 138 13.4 11.4 13.0 15.1 1.8
GOS8 PTOfIE . eeviiiiiierireciiiscenricee e eirias s sessr s seessinens 88.2 88.2 862 86.6 88.6 87.0 __849 82.2
Operating expenses:
Research and development.....c...c.ccceeeniienncinnennieneinenns 20.4 21.2 226 27.0 22.7 23.2 26.4 29.5
Marketing and sales ........... 38.0 36.4 40.6 46.3 41.6 45.8 59.4 72.6
General and administrative .....coccovvereeinrneee. 10.4 8.5 10.4 11.8 11.0 12.2 12.9 14.1
In-process research and development charge .. — 4.3 — — — — — —
Amortization of purchased intangible assets 2.2 2.3 — — — — — —
Restructuring charge....... — — 4.3 — — — 6.9 —
Charitable contribution .......... — — — — — — 4.4 —
Total operating expenses 71.0 727 719 85.1 75.3 81.2 110.0 116.2
Income (loss) from operations..... . 17.2 15.5 8.3 1.5 13.3 5.8 (25.1) (34.0)
Other INCOME, NEL....ovciviiitircierie it ee e e rereeeeane 6.2 5.7 _84 8.7 8.1 9.0 11.7 14,2
Income (loss) before provision for income taxes.....ccoveiinnacn. 23.4 21.2 16.7 10.2 21.4 14.8 (13.4) (19.8)
Provision for (benefit from) income taxes......... . 8.9 81 6.3 3.9 8.1 2.6 (5.1) (1.5
Net INCome (1058)....cvnviemeeicerirreriiiicrecemieenins st seeerecerirsrenes 14.5% ___13.1% ___104% 63% __13.3% 9.2% (8.3)% __(12.3)%
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Liquidity and Capital Resources

Fiscal period ended May 31, 2003 2002 2001
(dollars in millions)
Net cash provided by operating activities .......oceorieerrercrrineneensacenns $24.1 8189 §47.7
Net cash provided by (used in) investing activities .......ooveveevereenene 06 (18.3) (35.0)
Net cash provided by (used in) financing activities.........ocoeeverrneennn. $75 § (26 $342

As of May 31, 2003, we had $250.7 million in cash and cash equivalents and available-for-sale securities
compared to $245.4 million at May 31, 2002. At May 31, 2003, our principal sources of liquidity were our cash and
cash equivalents and short-term investments of $138.7 million. As of May 31, 2003, we had a $3.0 million note
payable under a deferred purchase payment to Inktomi Corp. in connection with the acquisition of Enterprise from
Inktomi Corp.

As of May 31, 2003, available-for-sale securities consist of the following (in thousands):

Gross
Amortized Unrealized Fair
Cost Gains Value
SHOTEEIT vttt st be s ens $ 52,192 $ 801 $ 52,003
LONG-AEIN «vvveevveeiicietereee et esa s eeea s 111,371 708 112.079
Total iINVestments.......coveevveerveeieeeriveesveeneene, $163.563 $1.509 $165,072

At May 31, 2003, scheduled maturities of investments classified as available-for-sale are as follows (in thousands):

Within one year......cccovvveevceenrnccnsennccnenne, $ 52,993
After one year through three years ............... 112.079
$165.072

As of May 31, 2002, available-for-sale securities consist of the following (in thousands):

Gress
Amortized Unrealized Fair
Cost Gains Value
Y183 a2 1) o 1+ WO PO NP OO $100,450 $ 670 $101,120
Long-term ......ccoveenievnrinieicniecieeree e 90.391 1,042 91,433
Total INVESIMENS covvecvvieceee e $190,841 $1.712 19 3

Cash provided by operating activities increased to $24.1 million for fiscal year 2003 compared to $18.9 million
in fiscal year 2002. This $5.2 million increase was primarily due to the increase in net income of $10.2 million, the
effect on cash flow of which was further increased by approximately $5.2 million due to greater non-cash expenses
in the current fiscal year over the prior fiscal year. However, these differences were offset to a large extent by
changes in operating assets and liabilities, comprised mostly of a $15.8 million decrease in accounts receivable in
fiscal year 2002 compared to only a $2.5 million decrease in fiscal year 2003. Cash provided by operating activities
decreased to $18.9 million in fiscal year 2002 from $47.7 million in fiscal year 2001. This $28.8 million decrease
was primarily due to the decrease in net income of $32.4 million and further increased by $22.6 million in non-cash
expenses in fiscal year 2001 compared to $6.1 million in fiscal year 2002. These differences were mainly offset by
an increase of $16.0 million in accounts receivable in fiscal year 2001 compared to a decrease of $15.8 million in
fiscal 2002.

Cash provided by investing activities for fiscal year 2003 of $0.6 million was primarily due to the sales and

maturity of marketable securities, partially offset by the purchases of marketable securities and $23.8 million for
the purchase of the Enterprise business. Cash used in investing activities for fiscal years 2002 and 2001 of $18.3
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million and $35.0 million, was primarily due to the purchases of marketable securities offset by the sale and
maturity of marketable securities. Capital expenditures were $1.7 million, $3.1 million and $6.2 million in fiscal
years 2003, 2002 and 2001, respectively. For fiscal years 2003, 2002 and 2001, the capital expenditures consisted
primarily of purchases for computer hardware and software.

Cash provided by financing activities in fiscal year 2003 was primarily due to $36.1 million in proceeds from
the sales of common stock as a result of stock option exercises and from the issuance of common stock in connection
with our Employee Stock Purchase Plan, offset by $28.6 million in repurchases of our common stock through our
stock repurchase program. Cash used by financing activities in fiscal year 2002 was primarily due to $20.0 million
in repurchases of our common stock through our stock repurchase program, partially offset by $17.4 million in
proceeds from the sale of common stock as a result of stock option exercises and from the issuance of common stock
in connection with our Employee Stock Purchase Plan. Cash provided by financing activities in fiscal year 2001 was
due to the sale of common stock as a result of stock option exercises and from the issuance of common stock in
connection with our Employee Stock Purchase Plan.

Capital expenditures, including capital leases, were approximately $1.7 million, $3.1 million and $6.2 million
in fiscal years 2003, 2002 and 2001, respectively. These expenditures consisted principally of purchases of
property and equipment, primarily for computer hardware and software.

On December 17, 2002, we completed the purchase of certain assets and obligations of Inktomi Corporation’s
enterprise search software business. Of the total $25.0 million purchase price, we deferred $3.0 million in order to
secure Inktomi’s indemnification obligations under the Purchase Agreement. On June 17, 2004, we are obligated to
pay Inktomi an amount equal to the sum of (i) $3.0 million plus (ii) simple interest thereon calculated from the
December 17, 2002 through the date of payment at an annual rate of 1.5%. We shall have the right to withhold or
deduct from the deferred payment amount any sum that may be owed to us by Inktomi pursuant to Inktomi’s
indemnification obligations under the Purchase Agreement. We believe the likelihood of indemnification is remote.
In addition to the cash commitment in this transaction, we may also incur costs related to the integration of this
business. These costs may be incurred in subsequent quarters and may affect our results of operations.

Under our operating leases, we have minimum rental payments as follows:

Rental Sublease

Fiscal Year Ending May 31, Payments Income
2004 ...ttt er e e s $ 3,273 $336
2005 . e et be e e 2,714 48
2000 ...ttt ae et aae s 1,463 —
2007 et e e e eene e b 1,434 —
2008 and thereafter.........cocoeevvivieciiieienneiirene e 1,861 e
$10,745  $384

Contractual obligations at May 31, 2003 were as follows:

Payments Due by Period

Less than After
Contractual Obligations Total | year 1-3 vears  4-3 years 5 years
(dollars in millions)
Operating Leases ....ocooovereennnenncrceee $10.7 $3.3 $4.1 $2.9 $0.4
Deferred Purchase Payment......c.cccccoencniinincnnnee, 3.1 0.0 31 0.0 0.0
Total Contractual Cash Obligations .........cccccceu... $138 $3.3 $7.2 $2.9 $0.4

On June 24, 2003, we announced the continuation of our stock repurchase program. The continuation calls for
the additional repurchase of outstanding shares of our common stock up to an aggregate value of $50.0 million. The
program will terminate at the end of the fiscal year ending May 31, 2004 unless amended by the Board of Directors.
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QOur previous program, initiated on September 12, 2001, terminated at May 31, 2003. Under that program, we
repurchased and retired 3,952,005 shares of our common stock through open market transactions, valued at
approximately $48.5 million. We repurchased and retired 2,449,805 and 1,502,200 shares, valued at approximately
$28.5 million and $20.0 million during fiscal years 2003 and 2002, respectively.

We believe that our current cash and cash equivalents, interest income and cash generated from operations, if
any, will provide adequate liquidity to meet our working capital and operating resource expenditure requirements
through at least fiscal 2004. If the global economy weakens further, our cash, cash equivalents and investments
balances may decline. As a result, or if our spending plans materially change, we may find it necessary to reduce
costs or seek to obtain additional sources of financing to support our capital needs, but we cannot assure you that a
financing will be available on commercially reasonable terms, or at all.

Recent Pronouncements

In October 2001, the FASB issued SFAS No. 144 “Accounting for the Impairment or Disposal of Long-Lived
Assets.” SFAS No. 144 supersedes “Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets
to Be Disposed Of” (SFAS No. 121), however it retains the fundamental provisions of SFAS No. 121 for (1) the
recognition and measurement of the impairment of long-lived assets to be held and used and (2) the measurement of
long-lived assets to be disposed of by sale. SFAS No. 144 develops a single accounting model for long-lived assets
to be disposed of by sale, whether previously held and used or newly acquired assets and consequently amends
Accounting Principles Board Opinion No. 30, “Reporting Resulis of Operations — Reporting the Effects of
Disposal of a Division of a Business.” Additionally, SFAS No. 144 expands the scope of discontinued operations to
include all components of an entity with operations that {1) can be distinguished from the rest of the entity and (2)
will be eliminated from the ongoing operations of the entity in a disposal transaction. SFAS No. 144 is effective for
our fiscal year beginning June 1, 2002. The adoption of SFAS No. 144 did not have a significant impact on our
financial position or results of operations.

In November 2001, the Emerging Issues Task Force (“EITF”) of the FASB reached a consensus on Issue No.
01-09, “Accounting for Consideration Given by a Vendor to a Customer or a Reseller of the Vendor’s Products.”
EITF No. 01-09 addresses whether consideration from a vendor to a reseller of the vendor’s products is an
adjustment to the selling prices of the vendor’s products and, therefore, should be deducted from revenue when
recognized in the vendor’s results of operations, or a cost incurred by the vendor for assets or services received from
the reseller and, therefore, should be an expense when recognized in the vendor’s results of operations. EITF No.
01-09 is effective for us beginning November 1, 2001. The adoption of EITF No. 01-09 did not have a significant

impact on our financial position or results of operations.

In July 2002, the FASB issued SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal
Activities.” SFAS No. 146 nullifies the guidance of the EITF in EITF Issue No. 94-3, “Liability Recognition for
Certain Employee Termination Benefits and Other Costs to Exit an Activity (including Certain Costs Incurred in a
Restructuring).” Under EITF Issue No. 94-3, an entity recognized a liability for an exit cost on the date that the
entity committed itself to an exit plan. In SFAS 146, the FASB acknowledges that an entity’s commitment to a plan
does not, by itself, create a present obligation to other parties that meets the definition of a liability and requires
that a liability for a cost that is associated with an exit or disposal activity be recognized when the liability is
incurred. It also establishes that fair value is the objective for the initial measurement of the liability. SFAS 146 will
be effective for exit or disposal activities that are initiated after December 31, 2002. The adoption of SFAS No. 146
did not have a significant impact on our financial position or results of operations.

In November 2002, the FASB issued Interpretation No. 45 (“FIN 45”), “Guarantor’s Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guaraniees of Indebtedness of Others.” FIN 45
requires that a liability be recorded in the guarantor’s balance sheet upon issuance of certain guarantees or
indemnifications. In addition, FIN 45 requires disclosures about the guarantees or indemnifications that an entity
has issued, including a reconciliation of changes in the entity’s product warranty liabilities. The initial recognition
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and initial measurement provisions of FIN 45 are applicable on a prospective basis to guarantees or
indemnifications issued or modified after December 31, 2002, irrespective of the guarantor’s fiscal year-end. The

disclosure requirements are effective for financial statements for interim or annual periods issued after December
15, 2002. We have adopted the disclosure provisions of FIN 45 and evaluated the impact of the measurement
provisions on the our financial position and results of operations. As of May 31, 2003, our guarantees that were
issued or modified after December 31, 2002 were not material. Our guarantees issued before December 31, 2002,
which would have been disclosed in accordance with the disclosure requirements of FIN 45, were not material.

In November 2002, the EITF reached a consensus on Issue No. 00-21 (“Issue 00-217), “Revenue
Arrangements with Multiple Deliverables”. Issue 00-21 provides guidance on how to account for arrangements that
involve the delivery or performance of multiple products, services and/or rights to use assets. The provisions of
Issue 00-21 will apply to revenue arrangements entered into in fiscal periods beginning after June 15, 2003. We do
not believe that the adoption of Issue 00-21 will have a material effect on our consolidated financial position, results
of operations or cash flows.

In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-Based Compensation — Transition
and Disclosure.” SFAS No. 148 amends certain provisions of SFAS No. 123 and is effective for financial statements
for fiscal years ending after December 15, 2002. It provides alternative methods of transition for an entity that
voluntarily changes to the fair value based method of accounting for stock-based employee compensation. SFAS No.
148 also requires the disclosure of the pro forma effects on an entity’s accounting policy with respect to stock-based
employee compensation on reported net income and earnings per share in annual and interim financial statements.
We do not currently intend to adopt the fair value based method of accounting for stock-based employee
compensation and will continue to apply the intrinsic-value based method.

In January 2003, the FASB issued FASB Interpretation No. 46, “Consolidation of Variable Interest Entities”
(“FIN 46”). FIN 46 requires that if an entity has a controlling financial interest in a variable interest entity, the
assets, liabilities and results of activities of the variable interest entity should be included in the consolidated
financial statements of the entity. FIN 46 requires that its provisions are effective immediately for all arrangements
entered into after January 31, 2003, We do not have any variable interest entities.

On April 30, 2003, the FASB issued Statement No. 149 (“Statement 149”), Amendment of Statement 133 on
Derivative Instruments and Hedging Activities. Statement 149 is intended to result in more consistent reporting of
contracts as either freestanding derivative instruments subject to Statement 133 in its entirety, or as hybrid
instruments with debt host contracts and embedded derivative features. In addition, Statement 149 clarifies the
definition of a derivative by providing guidance on the meaning of initial net investments related to derivatives.
Statement 149 is effective for contracts entered into or modified after June 30, 2003. We do not believe the adoption
of Statement 149 will have a material effect on our consolidated financial position, results of operations or cash
flows.

On May 15, 2003, the FASB issued Statement No. 150 (“Statement 150”), “Accounting for Certain Financial
Instruments with Characteristics of both Liabilities and Equity.” Statement 150 establishes standards for classifying
and measuring as liabilities certain financial instruments that embody obligations of the issuer and have
characteristics of both liabilities and equity. Statement 150 represents a significant change in practice in the
accounting for a number of financial instruments, including mandatorily redeemable equity instruments and certain
equity derivatives that frequently are used in connection with share repurchase programs. We do not use such
instruments in our share repurchase program. Statement 150 is effective for all financial instruments created or
modified after May 31, 2003, and to other instruments as of September 1, 2003. We adopted Statement 150 on June
1, 2003 and do not believe the effect of adopting this statement will have a material impact on our financial
position, results of operations or cash flows.
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Related Party Transactions

During the quarter ended February 28, 2003, we extended our current management agreement with Regent
Pacific Management Corporation until February 28, 2005. The agreement terminates on February 28, 2005, but
provides Verity with an option to further extend the term of this agreement through August 2005. If Verity exercises
this option, the agreement will terminate after August 2005 unless Regent Pacific and the board agree to further
extend it. Verity may discharge Regent Pacific at any time after February 28, 2004 provided that it has delivered a
60-day written notice of intent to cancel this agreement. Under the amended agreement, Regent Pacific will
continue to provide the services of Gary J. Sbona, the Chief Executive Officer of Regent Pacific, as executive
chairman of Verity, and will continue to provide additional Regent Pacific management services to Verity. In
accordance with the agreement as originally in effect, Verity pays Regent Pacific $50,000 per week for the
management services that Regent Pacific provides to Verity.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Interest Rate Risk. The primary objective of our investment activities is to preserve the principal while at the
same time maximizing yields without significantly increasing the risk. To achieve this objective, we maintain our
portfolio of cash equivalents and investments in a variety of securities, including both government and corporate
obligations and money market funds. As of May 31, 2003, approximately 55% of our portfolio matures in one year or
less, with the remainder maturing in less than three years. We do not use derivative financial instruments in our
investment portfolio. We place our investments with high credit quality issuers and, by policy, limit the amount of
credit exposure to any one issuer. We do not hold securities for trading purposes, and therefore all securities are
held for non-trading purposes.

The following table presents the amounts of our cash equivalents and investments that are subject to interest
rate risk by year of expected maturity and average interest rates as of May 31, 2003:

FY2004 FY2005 FY2006 Total Fair Value

(in thousands)

Cash equivalents ........ccccooevevreecvrrienennnn $85,672 — —  $ 85672 $ 85,672
Average Interest rate ......cc.ccocereeiiiiiennene 1.1% — — 1.1% 1.1%
Fixed-rate securities ....coccovvveereervereeeeennens $50,393  $69,966  $42,113  $162,472  $162,472
Average Interest Tate ....cvvvvverrercerinienneeerens 4.3% 2.5% 2.9% 3.2% 3.2%
Variable-rate securities ..cuueeeevirrecrenernenne, $ 2,600 — — $ 2600 § 2,600
Average interest rates......o.ooevvivviiinineinnenn, 1.4% — — 1.4% 1.4%

During fiscal year 2003, our cash equivalents and investments increased by $5.4 million. This results from a
$32.9 million increase in our cash equivalents, a $20.6 million increase in our long-term investments, partially
offset by a $48.1 million decrease in our short-term investments. In addition, we shifted our portfolio ratio of fixed-
rate to variable-rate securities to be much more heavily weighted towards fixed-rate securities. By policy, we strive
to maintain a diverse portfolio with limits on maximum individual security duration and weighted average portfolio
maturity.

The following table presents the amounts of our cash equivalents and investments that are subject to interest
rate risk by year of expected maturity and average interest rates as of May 31, 2002:

FY2003 FY2004 FY2005 Total _ Fair Value
(in thousands)

Cash equivalents .........cceveveneecrneerrcennane, $52,803 — — $ 52,803 $ 52,803
Average Interest rate ....covvievereeeneveinnennenne 1.4% — — 1.4% 1.4%
Fixed-rate SECUTites woovveveervreeevveeeererenenens $67,542  $77,343  $14,001  $158,976  $158,976
Average interest rate ......cooevevvevernenniennnns 4.9% 4.4% 4.7% 4.6% 4.6%
Variable-rate securities......coveevevvveveeerene.. $33,577 — — 8§ 33577 % 33,577
Average interest rates........ocooiovcecnnieinnne, 2.1% — — 2.1% 2.1%
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Foretgn Currency Risk. We transact business in various foreign currencies, including the Euro, the British
pound, the Canadian dollar, the Australian dollar, the Swedish krona, the South African rand, the Mexican peso, the
Brazilian real and the Singaporean dollar. We have established a foreign currency hedging program utilizing foreign
currency forward exchange contracts to offset the risk associated with the effects of certain foreign cuirency
transaction exposures. Under this program, increases or decreases in our foreign currency transactions are offset by

gains and losses on the forward contracts, so as to mitigate the possibility of foreign currency transaction gains and
losses. These foreign currency transactions typically arise from intercompany transactions. Our forward contracts
generally have terms of 90 days or less. We do not use forward contracts for trading purposes. All foreign currency
transactions and all outstanding forward contracts (non equity hedges) are marked to market at the end of the period
with any changes in market value included in Other income (expense). Our ultimate realized gain or loss with
respect to currency fluctuations will depend on the currency exchange rates and other factors in effect as the
contracts mature. Net foreign exchange transaction gains (losses) included in Other income, net in the
accompanying consolidated of operations were ($275,000), ($149,000) and ($772,000) in fiscal 2003, 2002 and
2001, respectively. The fair value of the foreign currency exchange contracts was not material to our consolidated
financial statements.

Item 8. Financial Statements and Supplementary Data

Our Consolidated Financial Statements and Notes thereto, and related Financial Schedule, begin on page 51 of
this Annual Report on Form 10-K and are incorporated by reference herein. Supplementary financial information
for the eight quarters ended May 31, 2003 is set forth under “Item 7 — Management’s Discussion and Analysis of
Financial Condition and Results of Operations — Quarterly Results of Operations™ and is incorporated by reference
herein.

Item 9. Changes In and Disagreements with Accountants on Accounting and Financial Disclosure

Not applicable.
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PART III

Item 10. Directors and Executive Officers of the Registrant

Information relating to our executive officers required by this item is set forth in Part I — Item 1 of this report
under the caption “Executive Officers of the Registrant” and is incorporated herein by reference. The other
information required by this Item is incorporated by reference from the definitive proxy statement for our 2003
annual meeting of stockholders to be filed with the Commission pursuant to Regulation 14A not later than 120 days
after the end of the f{iscal year covered by this Form (the “Proxy Statement”) under the captions “Proposal 1,
Election Of Directors” and “Section 16(A) Beneficial Ownership Reporting Compliance.”

Item 11. Executive Compensation

The information required by this Item is incorporated by reference from the Proxy Statement, including under
the caption “Executive Compensation,” “Employment, Severance and Change of Control Agreements” and
“Compensation Committee Interlocks and Insider Participation.”

Item 12. Security Qwnership of Certain Beneficial Quwners and Management and Related Stockholder
Matters

The information required by this Item is incorporated by reference from the Proxy Statement under the
captions “Security Ownership Of Certain Beneficial Owners And Management,” and “Equity Compensation Plan
Information.”

Item 13. Certain Relationships and Related Transactions

The information required by this Item is incorporated by reference from the Proxy Statement under the
captions “Certain Relationships And Related Transactions.”

Item 14. Controls and Procedures

Limitations on the Effectiveness of Controls. Our management, including the Chief Executive Officer and Chief
Financial Officer, believes that our disclosure controls and procedures and our internal control over financial
reporting will provide reasonable assurance that all errors will be detected, but does not expect that our disclosure
controls and procedures or our internal control over financial reporting will provide absolute assurance that all
errors will be detected. A control system, no matter how well conceived and operated, can provide only reasonable,
not absolute, assurance that the objectives of the control system are met. Because of the inherent limitations in all
control systems, no evaluation of controls can provide absolute assurance that all control issues and instances of
fraud, if any, within Verity have been detected. These inherent limitations include the realities that judgments in
decision-making can be faulty, and that breakdowns can occur because of simple error or mistake. Additionally,
controls can be circumvented by the individual acts of some persons, by collusion of two or more people, or by
management override of the control. The design of any system of controls also is hased in part upon certain
assumptions about the likelihood of future events, and there can be no assurance that any design will succeed in
achieving its stated goals under all potential future conditions. Over time, controls may become inadequate because
of changes in conditions, or the degree of compliance with the policies or procedures may deteriorate. Because of
the inherent limitations in a cost-effective control system, misstatements due to error or fraud may occur and not be
detected.

Evaluation of Disclosure Controls and Procedures. An evaluation was performed under the supervision and with
the participation of management, including the Chief Executive Officer and the Chief Financial Officer, of the
effectiveness of the design and operation of our disclosure controls and procedures as of May 31, 2003. Based on
that evaluation, our management, including the Chief Executive Officer and Chief Financial Officer, concluded that
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our disclosure controls and procedures were effective as of May 31, 2003, to provide reasonable assurance that the
information required to be disclosed hy us in this Annual Report on Form 10-K was recorded, processed,
summarized and reported within the time periods specified in the Securities and Exchange Commission’s rules and
Form 10-K. During the three months ended May 31, 2003, there were no changes in our internal control over
financial reporting that has materially affected, or is reasonably likely to materially affect, our internal control over
financial reporting.

Consistent with Section 10A(i){2) of the Securities Exchange Act of 1934, as added by Section 202 of the
Sarbanes-Oxley Act of 2002, we are responsible for listing the non-audit services approved by our Audit Committee
to be performed by PricewaterhouseCoopers LLP, our independent auditor. Non-audit services are defined as
services other than those provided in connection with an audit or a review of our financial statements. The only non-
audit services approved by our Audit Committee to be performed by PricewaterhouseCoopers LLP are: (1) tax
compliance services; (2} tax consulting services; and (3) financial due diligence in connection with potential
mergers or acquisitions.

Ttem 15. Principal Accountant Fees and Services

Not yet applicable.
PART IV

Item 16. Exhibits, Financial Statement Schedules, and Reports on Form 8-K

(a) The following documents are filed as a part of this Form:

Page
Number
1. Financial Statements:
Report of Independent ACCOURTANLS «..c.ovvevierrereiriie e et er bbb e 50
Consolidated Balance Sheets — As of May 31, 2003 and 2002 .....c..coovimriinienceenecneec e 51
Consolidated Statements of Operations — For the Years Ended May 31, 2003, 2002 and 2001........... 52
Consolidated Statements of Changes in Stockholders’ Equity — For the Years Ended May 31, 2003,

2002 AN 2001.....cecreeeirireceierrirreeee ettt e et e ba e s et e b e b s eee e rereeea s b e s et e sea e R ettt a e eseneanennens 53
Consolidated Statements of Cash Flows — For the Years Ended May 31, 2003, 2002 and 2001 .......... 54
Consolidated Statements of Comprehensive Income — For the Years Ended May 31, 2003, 2002 and

2001 ot eh e e sa ek e e bt se e s h e e e be s e e s ke s e et s ke nne s ra e e 51
Notes to Consolidated Financial Statements .........cvireeciiineeciiiicii e 56

2. Financial Statement Schedule — For the Years Ended May 31, 2003, 2002 and 2001:
Schedule II — Valuation and Qualifying Accounts ..........cccociiiniininniniiencii s 78

All other schedules are omitted because they are not applicable or the required information is shown
in the consolidated financial statements or notes thereto
3. Exhibits: See Index to Exhibits on page 80. The Exhibits listed in the accompanying Index to Exhibits
are filed or incorporated by reference as part of this report

(b) Reports on Form 8-K:

None.
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REPORT OF INDEPENDENT ACCOUNTANTS

To the Board of Directors and Stockholders
Verity, Inc.

In our opinion, the consolidated financial statements listed in the index appearing under Item 16(a)(1) on
page 49 present fairly, in all material respects, the financial position of Verity, Inc. and its subsidiaries at May 31,
2003 and 2002, and the results of their operations and their cash flows for each of the three years in the period
ended May 31, 2003, in conformity with accounting principles generally accepted in the United States of America.
In addition, in our opinion, the financial statement schedule listed in the index appearing under Item 16(a)(2) on
page 49 presents fairly, in all material respects, the information set forth therein when read in conjunction with the
related consolidated financial statements. These financial statements and financial statement schedule are the
responsibility of the Company’s management; our responsibility is to express an opinion on these financial
statements and financial statement schedule based on our audits. We conducted our audits of these statements in
accordance with auditing standards generally accepted in the United States of America, which require that we plan
and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for
our opinion.

PricewaterhouseCoopers LLP

San Jose, California

June 13, 2003
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VERITY, INC.

CONSOLIDATED BALANCE SHEETS
(in thousands, except per share data)

ASSETS
__May 31
2003 2002
Current assets:

Cash and cash eqUIVAIENIS ......ccovvioireiiici e e $ 85,672 $ 52,803
ShOrt-tETM INVESIIENES. c..eiveiverviiaecrieeresreere et ersestasseeeessseseessetessesssassisssasseessassestsrsassseonsensas 52,993 101,120
Trade accounts 1eceivable, Net.......cooocvvoiiieiii ittt an s 22,597 20,961
DEfErTed 1aX @SSELS cviiiviirriiiiiirie it vt cte et e rere v beetne e seeeetaesae e e s e rbeeabsaesreeebsennteasbesnreenreeses 3,916 3,114
Prepaid and other........coviiiiiiiiic e 11.843 5,497
TOLA] CUITENE SSELS ..vvviiiriieceeieeccaee e e rees st e e et e e st e etaessesesesareraessseseestresaseesssesessssenesnne 177,021 183,495
Property and equipment, et ..ot 5,168 6,625
Long-1erm INVESIMENES .c.coveveieieniiiiiine ettt s st bbb e s st en st s 112,079 91,433
DeferTed 1aX GSSEIS ovviviiciiiriceiie ettt re e srre et e ebeseeesbesrbereenss e bt e st errsensesbenreesaesesreeaes 18,176 16,597
INtangible AsSets, NEL....cciiiieteiiriiieee ettt ettt ettt sat s b e i e eee st b et eten 11,610 —
GOOAWILL...c ettt et e b e eabserb e e re e e e tb e e e at e et s eabe s s be e baeaeserreerreeaneeaees 15,145 —
OERET BSSEIS.c.veitieitertieriiiteceeveerreseera e tessee e e saesbensesebestesasensesseabessseseesssnssaenssssessenssentesssansernes 460 —
TOLAL ASSELS..cvveitiiictieiietiiertecete it ereeteese et eereeesbesareaetaesarestseaeseteeessaensaeebesestaeneenbraas $339.659 $298,150

LIABILITIES AND STOCKHOLDERS’ EQUITY

Current liabilities:

ACCOUNES PAYADIE cv-v.veviveietee ettt ettt v e b b sns e nan g b eans s te s srsanas $ 5,541
Accrued COMPENSALION c.c..eviviire it reee sttt ettt et e et b st s e et 8,518
Other accrued Habilities ... v e br e srbesrsesrn e 12,074
DeferTed TEVENUE. ..ocucoveiee ittt sr st bt raeae et stere b aebsebasesa e st sraeseeren 18,874
Total current Habililies .. ...covviiiicieiiier et s e et e e et e sre e 45,007
Other non-current liabilities:
Deferred purchase payment.......cccuic ettt et s enene _ 3021
Total LADIIHES «.cvecvive ittt ettt se et e s e eae s s s st ater s e e sre s eesevestesenas 48.028

Commitments and contingencies (Note 6)
Stockholders’ equity:
Preferred stock, $0.001 par value:
Authorized: 2,000 shares in 2003 and 2002
Issued and outstanding: none
Common stock, $0.001 par value:
Authorized: 200,000 shares in 2003 and 2002; issued and outstanding: 37,560 shares in

2003 and 35,775 shares in 2002 .......cooiv ittt e ra e 38
Additional paid-in Capital ......ccvcicriircriiicc e 264,645
Other comprehensive INCOME ..ot e 3,174
Retained @arnings .......covevierinienierieriieint st sttt ettt e et s e et 23,7174

Total stockholders’ equity ..o 291,631

Total liabilities and stockholders’ equity....c...covceirirrnnirierenness et $339,659

The accompanying notes are an integral part of these consolidated financial statements.
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VERITY, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands, except per share data)

Year Ended May 31,

2003 2002 2001
Revenues:
SOfLWATE PTOAUCLS 1..cveeveereeerietirieetete ettt sttt be st ese st st se et e e esenene $ 57.529 $55,859 $108,705
Service and OTRET......ovuiciiieieiiiecee ettt e 44421 37,906 36,330
TOLAl TEVENUES ....ececvveiieetriectise ettt ettt e et esaseesbesraseeas 101,950 93,765 _145,035
Costs of revenues:
SOftWATE PrOQUCLS .ovveerieicicrieier ettt s er et se s esen st 1,154 2,254 1,655
Service and Other........cicirieeiicieceeec et 11,688 _10,978 11.821
Total COSLS Of FEVENUES ...vevvviie ettt ra et eet e 12,842 _13.232 13.476
GTOSS PTOLILerveriererineiieerteiisiete et ee e teeseab e sttt eetebee ke srseeneseeseobeneseenessamtsbenasnanens 89,108 _80.533 _131.539
Operating expenses:
Research and development ......c.ccconiiiceriininieicnninereece et 22,982 23,627 21,639
Marketing and $ales ....c.c.ooeveiiirnniicocenin e 40,717 50,285 56,637
General and admiInIStTAtIVE ......oovveivoieeeeeieiiieerree e e e eeeeee et eeerreeasvae e neeesnes 10,368 11,654 10,636
In-process research and development charge.......c.cccovviivencnicinciniincnc e 1,200 — —
Amortization of purchased intangible assets ........c.cccoevnninniiiiincciinnens 1,290 — —
Restructuring charges ..o 993 1,563 —
Charitable contribution .....cccoiviecciriineccene st e s eaee — 1.000 —
Total OpErating EXPENSES ....ccvereeeesieerinienereerireri et eeens oo 77,550 _88,129 88,912
Income (10ss) from OPETatioNS ......cervrereerceeretcri et neeee 11,558  (7,596) 42,647
OHher TNCOME, N ...uiiicceeeeie et reee st e e e st s s rees e saaeerteeessbreesenesssreesnsbaeessensonen 7.217 9.869 11,335
Income before provision for INCOME tAXES ....covervreeerererieeriierec et 18,775 2,273 53,982
Provision for INEome taXes....covcvervriirie it 7.134 864 20,222
T TTICOIMNE . eeteerretise e seeeeeereeet e eeeeeeeeeeaaarnraseaeeese et eamsssnrnasseasesareaeassaasassssaaesaanane $ 11641 $ 14090 $ 33.760
Net income per Share — DasIC ......cccrvrvuevirerreiricceeeie st esen $ 033 8 004 3 _1.00
Net income per share — diluted ......cocoocvoereieriieriireee e $ 031 $ 004 § 092
Number of shares used in per share calculation — basic.......cccccovveecrirnnecnnnes 35410 _35,404 33,634

Number of shares used in per share calculation — diluted........cccccoorennecniinnenene. 37.595

37.169 36.649

The accompanying notes are an integral part of these consolidated {inancial statements.
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VERITY, INC.

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS” EQUITY
For the years ended May 31, 2003, 2002 and 2001 (in thousands)

Balances, May 31, 2000..........cc.........
Issuance of common stock:
Upon exercise of stock options........
Under employee stock purchase

Secondary offering ........c.cocooinee
Deferred tax benefit from disqualified

dISPOSILIONS «ovvevevrecieirceeeiiiee e ecnnne
Allowance for deferred tax benefit

from Disqualified dispositions.........
Unrealized gain on investments ..........
Net InCOme ..cvevevereeeire e
Balances, May 31, 2001 ........cccceoueenee.

Issuance of common stock:
Upon exercise of stock options........
Under employee stock purchase

Deferred tax benefit from disqualified
AISPOSILIONS eovveverreceririvrceeeinreneneene
Allowance for deferred tax benefit
from disqualified dispositions .........
Repurchase of common stock..............
Unrealized gain on investments ..........
Effect of foreign currency translation
adjustments .......cccoeveriirencencincnnnne
Net ICOME ..c..ovvreveeeiririercireecieereenees

Balances, May 31, 2002.........ccco.u......

Issuance of common stock:
Upon exercise of stock options........
Under employee stock purchase

Deferred tax benefit from disqualified
dISPOSIHONS .ot
Allowance for deferred tax benefit
from disqualified dispositions .........
Repurchase of common stock..............
Unrealized gain on investments ..........
Effect of foreign currency translation
adjustments......cocovveeeeeveirecenniennns
Net InCOME ..vcvvriviinrireienicrrscenn,

Balances, May 31, 2003 ..........cccoo...

Commeon Stock

Shares
31,606

3,394

158

35,158

1,769

350

35,775

3,828

407

37,560

Retained
Additional Other Earnings Total
Paid-In Comprehensive (Accumulated Stockholders’
Amgunt Capital Income (Loss) Deficit) Eguity
$31 $207,040 $ (401) $(23,036) $183,634
4 30,364 — — 30,368
— 3,733 — — 3,733
— 20 — — 20
— 24,459 — — 24,459
—  (12:883) — — (12,883)
— — 1,053 — 1,053
_— - — 33.760 33.760
35 252,733 652 10,724 264,144
2 14,533 — —_ 14,535
— 2,852 — — 2,852
— 5,821 — — 5,821
— (5.821) — — (5,821)
Q) (19,985) — — (19,986)
— — 647 — 647
_ —_— 664 — 664
—_ — — 1,409 1.409
36 250,133 1,963 12,133 264,265
4 32,795 — — 32,799
— 3,273 — — 3,273
— 9,775 — — 9,775
— (2,769) — _ (2,769)
2)  (28,562) — — (28,564)
— — 115 — 115
_ — 0% _ 1,096
— _ — 11.641 11,641
$38  §264.645 174 $ 23,774 5201.631

The accompanying notes are an integral part of these consolidated financial statements.
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VERITY, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Year Ended May 31,

2003 2002 2001
Cash flows from operating activities:
INEL ITTICOTIE e teetre ittt ettt sb s et s she s reeaeesbesemanesaes sras $ 11,641 & 1409 § 33,760
Adjustments to reconcile net income to net cash provided by operating
activities:
Depreciation and amortization ..........ccoceenieiiiennnenncnnne s 4,700 4,251 3,185
Noncash restructuring charges.........ccocccvniieiciiincne i 202 (6) —
Allowance for doubtful ACCOUNLS ....vvveriiirere et eeees e s seeeseeessere e 563 993 1,163
Deferred INCOME TAXES ....occvvereiriiereereriiirireseeesiessaeeeressrressaeesessressasenssesns 3,141 409 19,336
Write-off of in-process research and development ..o 1,200 — —
Amortization of premium/(discount) on securities, Net......oveevrveirrrvverinn 1,458 352 (1,030
Changes in operating assets and liabilities:
Trade accounts receivable .......c.ciiiiiciiniinciiiiiicc 2,474 15,787 (15,966)
Prepaid and other current @ssets......c.occccveivcciiicincinioniercii e 1,116 1,292 (2,887)
Accounts payable. ..o {444) (1,047) 381
Accrued compensation and other accrued liabilities .....occcooveciiinerennnn. 525 (2.431) 5,438
Deferred TEVENUE ...c.coviieeecie ettt ettt re e ere s (2,461) (2,091) 4.350
Net cash provided by operating activities .......c.coeerercrernesscrcreennuenene 24,115 18,918 47,730
Cash flows from investing activities:
Acquisition of equipment and leasehold improvements ..o (1,745) (3,073) (6,184)
Purchases of marketable securities ..ooovvecvierernonnniccrn e {529,858) (512,409) (640,872)
Maturity of marketable SECUTIHES.....coveieiriiecresc e 242,611 293,552 365,600
Proceeds from sale of marketable securities ..........occoeveinviccciennninrceccnnnnee 313,395 203,628 246,438
Acquisition of BUSINESS ....c.ciiiieiiic it (23.826) — —
Net cash provided by (used in) investing activities .......c..occvvreerererverens 577 (18.302) _ (35,018)
Cash flows from financing activities:
Proceeds from the sale of common stock net of issuance costs.....occeeeeveeninene 36,068 17,387 34,155
Repurchase of common stock. ... (28.562) _ (19,986) —
Net cash provided by (used in) financing activities.......cocecverennerccnncne 7,506 (2.599) 34,155
Effect of exchange rate changes on cash ........ccecovcevviicneineeercieeeeecnnen 671 668 _68
Net increase in cash and cash equivalents........cocccoceevcrnnvcnicrnnnnnn. 32,869 (1,315) 46,935
Cash and cash equivalents, beginning of period .........cccocoveirevcriiiniiinecncnnene 52,803 54,118 7,183
Cash and cash equivalents, end of period .......ccoceveiiiieiniininiiecccice $ 85672 % 52803 $ 54.118
Supplemental disclosure of cash flow information:
Cash paild for INEETESE....oveciirereeeeirceeert ettt ee $ 35 8 17 % 4
Cash paid for INCOME tAXES ..veueereriiiririre et et reenais $ 1062 § 375 & 286

The accompanying notes are an integral part of these consolidated financial statements.
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VERITY, INC.

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

(in thousands)

Year Ended May 31,
20603 2002 2001

INEL ITICOMIE ..ot eeie et ettt et ee e e et a e aa e te e aeein e sa v e ete e e e et s abe s ere e smesssasesteennsennes $11.641 $1.409 $33.760
Unrealized gains on available-for-sale investments or securities, net ........cocoveveeenene. 185 1,044 1,685
Cumulative effect of foreign currency translation adjustments ......cc.ccccvveicnnnencnnnc, 1.096 664 —
Estimated tax proviSIon ......cvceiieevveereeinninierisersereresesssesseseens SO OUS OO (70) _(397) (632)
Net change in other comprehensive INCOMe .........ocvrciiiniiiiiiiccii e, 1211 _1311 1.053
COmPIENENSIVE INCOME ...veurereririeriiiirirct ettt e nens $12.852 $2,720 $34,813

The accompanying notes are an integral part of these consolidated financial statements.
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YERITY, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Nature of Operaticns

Verity, Inc. (the “Company”) develops, markets and supports infrastructure products for corporate intranets,
extranets, web sites, corporate portals, business applications, online publishers, e-commerce providers and original
equipment manufacturer (“OEM”) toolkits for independent software vendors (“ISVs”). The Company’s
comprehensive and integrated product family enables numerous enterprise-wide functionalities, all from the same
undetlying Verity information index. The Company’s products organize and provide simple, single-point access to
information across the entire enterprise. In doing so, the Company’s products can be used to create or enhance
business portals, which leverage the value of existing investments in intranets and business applications. The
Company markets and sells its software and services to commercial end users across many industries and
government entities through multiple distribution channels, including direct sales, primarily in the United States
and Europe and a worldwide network of value added resellers and system integrators.

2. Summary of Significant Accounting Policies

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the reported amounts
of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and
the reported amounts of revenues and expenses during the reporting period. Management’s estimates, judgments
and assumptions are continually evaluated based on available information and experience; however, actual amounts
could differ from those estimales.

Basis of consolidation

The consolidated financial statements include the accounts of Verity, Inc. and its wholly owned subsidiaries.
All significant intercompany balances and transactions have been eliminated.

Cash and cash equivalents

Cash and cash equivalents consist of highly liquid investments with an original or remaining maturity of 90
days or less as of the date of purchase. Cash equivalents are stated at amortized cost plus accrued interest, which
approximates fair value. Cash equivalents consist primarily of money market instruments and certificates of deposit,

which amounted to $63.4 million and $29.6 million at May 31, 2003 and 2002, respectively.

Investments

The Company has classified its investments as available-for-sale. Such investments are recorded at fair value
and unrealized gains and losses, if material, are recorded as a separate component of stockholders’ equity, net of
tax, until realized. Interest income is recorded using an effective interest rate with the associated premium or
discount amortized to interest income. The cost of securities sold is based upon the specific identification method.
As of the balance sheet date, investments with maturity dates of one year or less are classified as current, and those
with maturity dates of greater than one year are classified as long-term.

Property and Equipment
Property and equipment are stated at cost less accumulated depreciation. Equipment is depreciated on a
straight-line basis over the estimated useful lives of the related assets; computers are depreciated over three years,

software 1s depreciated up to two years, and furniture and fixtures are depreciated over five years. Leasehold
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improvements and leased assets are amortized on a straight-line basis over the lesser of their estimated useful life or
the lease term. Gains and losses upon asset disposal are taken into income in the year of disposition.

The Company periodically evaluates the carrying value of equipment and leasehold improvements to be held
and used when events and circumstances warrant such a review. The carrying value of equipment and leasehold
improvements is considered impaired when the anticipated undiscounted cash flows from the asset is separately
identifiable and is less than the asset’s carrying value. In that event, a loss is recognized based on the amount by
which the carrying value exceeds the fair value of the asset. Fair value is determined primarily using the anticipated
cash flows discounted at a rate commensurate with the risk involved. Losses on assets to be disposed of are
determined in a similar manner, except that fair values are reduced for the cost to dispose.

Impairment of long-lived assets

The Company evaluates the recoverability of long-lived assets and recognizes impairment charges in the event
the net book value of such assets exceeds the future undiscounted cash flows attributed to such assets. Long-lived
assets include property and equipment. Such assets are carried at the lower of depreciated cost or fair market value
as estimated by management based on appraisals, current market value, and comparable sales value, as appropriate.
Recoverability of an asset is measured by comparison of its carrying amount to future undiscounted net cash flows
that the asset is expected to generate. If such assets are considered to be impaired, the impairment recognized is
measured by the amount by which the carrying amount of the assets exceeds the projected discounted future cash
flows arising from the assets.

Research and development costs

Costs related to research, design and development of products are charged to research and development
expense as incurred. Software development cosis are capitalized beginning when a product’s technological
feasibility has been established and ending when a product is available for general release to customers. Such costs
are amortized using the greater of the amount computed using the ratio that current gross revenues for a product
bear to the total of current and anticipated future gross revenues for that product, or on a straight line basis over 12
to 18 months. The Company regularly evaluates estimated net realizable value of costs and records write-downs for
any product for which the net book value is in excess of discounted cashflows. In fiscal 2003, 2002 and 2001, the
Company did not capitalize any software development costs since such costs were not significant.

Revenue Recognition

The Company’s revenues are derived from license fees for software products and fees for services
complementary to its products, including software maintenance, consulting and training. The Company generally
charges fees for services separately from the license fees for its software products.

The Company recognizes revenue in accordance with the American Institute of Certified Public Accountants
(“AICPA”) Statement of Position (“SOP”) 97-2, “Software Revenue Recognition,” as amended. The AICPA and its
Software Revenue Recognition Task Force continue to issue interpretations and guidance for applying the relevant
standards to a wide range of sales contract terms and husiness arrangements that are prevalent in the software
industry. Also, the Securities and Exchange Commission (“SEC”) has issued Staff Accounting Bulletin No. 101,
“Revenue Recognition in Financial Statements,” which provides guidance related to revenue recognition based on
interpretations and practices followed by the SEC. Future interpretations of existing accounting standards or
changes in the Company’s business practices could result in future changes in its revenue accounting policies that
could have a material adverse effect on its business, financial condition and results of operations.

The Company recognizes revenue from the sale of software licenses when persuasive evidence of an
arrangement exists, the product has been delivered, the fees are fixed or determinable and colleciion of the
resulting receivable is probable. Delivery generally occurs when the product is delivered to a common carrier. At
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the time of the transaction, the Company assesses whether the fee associated with its revenue transactions is fixed
or determinable and whether or not collection is probable. The Company assesses whether the fee is fixed or
determinable based on the payment terms associated with the transaction. The Company assesses collection based
on a number of factors, including any past transaction history with the customer and the credit-worthiness of the

customer.

For all sales, the Company uses either a binding purchase order or signed license agreement as evidence of an
arrangement. Sales through the Company’s distributors are evidenced by a master agreement governing the
relationship together with binding purchase orders on a transaction-by-transaction basis. The Company’s
arrangements do not generally include acceptance clauses. However, if an arrangement includes an acceptance
provision, acceptance occurs upon the earlier of receipt of a written customer acceptance or expiration of the
acceptance period.

The Company recognizes maintenance revenues from ongoing customer support and product upgrades ratably
over the term of the applicable maintenance agreement, which is typically twelve months. Generally, the Company
receives payments for maintenance fees in advance and they are nonrefundable. The Company recognizes revenues
for consulting and training generally when the services are performed.

For agreements with multiple elements, such as license, maintenance, training and consulting services, the
Company allocates revenue to each component of the arrangement based upon its fair value as determined by
“vendor specific objective evidence.” Vendor specific objective evidence of fair value for all elements of an
arrangement is based upon the normal pricing and discounting practices for those products and services when sold
separately. For software license updates and product support services, vendor specific objective evidence is
additionally measured by the renewal rate offered to the customer. The Company defers revenue for any undelivered
elements, and recognizes revenue when the product is delivered or over the period in which the service is
performed, in accordance with its revenue recognition policy for such element. If the Company cannot objectively
determine the fair value of any undelivered element included in bundled software and service arrangements, the
Company defers revenue until all elements are delivered and all services have been performed, or until fair value
can objectively be determined for any remaining undelivered elements. When the fair value of a delivered element
has not been established, the Company uses the residual method to record revenue if the fair value of all
undelivered elements is determinable. Under the residual method, the fair value of the undelivered elements is
deferred and the remaining portion of the arrangement fee is allocated to the delivered elements and is recognized
as revenue.

Sales Returns, Allowance for Doubtful Accounts

The Company’s management makes estimates of potential future product returns related to current period
product revenue. Management analyzes historical returns, current economic trends, and changes in customer
demand and acceptance of its products when evaluating the adequacy of the sales returns atlowance. Management
judgments and estimates are made and used in connection with establishing the sales returns allowance in any
accounting period. Similarly, management must make estimates of the uncollectability of accounts receivables.
Management specifically analyzes accounts receivable and analyzes historical bad debts, customer concentrations,
customer credit-worthiness, current economic trends and changes in customer payment terms when evaluating the
adequacy of the allowance for doubtful accounts. As of May 31, 2003, the Company’s accounts receivable balance
was $22.6 million, net of provision for sales returns allowance of $0.2 million and allowance for doubtful accounts
of $1.5 million, On May 31, 2002, the Company’s accounts receivable balance was $21.0 million, net of provision
for sales returns allowance of $0.2 million and allowance for doubtful accounts of $1.4 million.

Stock-based compensation

The Company accounts for stock-based employee compensation arrangements based on the difference, if any,
on the date of grant, between the fair value of the Company’s stock and the exercise price. The Company accounts
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for stock-based arrangements issued to non-employees based on the fair value of the stock granted using the Black-
Scholes option pricing model at the date of grant.

Deferred stock-based compensation is being amortized using the graded vesting method over the vesting period
of each respective option, which is generally four years. Under the graded vesting method, each option grant is
separated into portions based on its vesting terms, which results in acceleration of amortization expense for the
overall award.

The Company has adopted the disclosure requirements of Statement of Financial Accounting Standards No.
148, “Accounting for Stock-Based Compensation, Transition and Disclosure.”

Accounting for Income Taxes

As part of the process of preparing its consolidated financial statements the Company is required to estimate
its income taxes in each of the jurisdictions in which it operates. The Company’s income tax accounting process
involves it recording the estimated future tax effects of temporary differences between the tax bases of assets and
liabilities and amounts reported in the accompanying consolidated balance sheets, as well as operating loss and tax
credit carryforwards. These differences result in the recognition of deferred tax assets and liabilities.

The Company evaluates this tax asset at each balance sheet date to determine its realizability, considering,
without limitation, currently enacted tax laws, expected future taxable income and origins of the specific
components of the deferred tax asset. If the Company determines that it is not fully realizable, it will record a
valuation allowance to reduce the asset balance to its realizable value through a charge to income tax expense.
Determining whether it will be able to utilize the net operating loss carryforward requires that the Company estimate
future taxable income and make judgments regarding the timing of future tax obligations. Actual taxable income
could differ from the Company’s estimates.

As of May 31, 2003, the Company believes it is more likely than not that it will be able to realize the majority
of its tax asset through expected future taxable profits, but believes that it is more probable than not that it will not
be able to recover any benefits from net operating loss carryforwards originating from deductions for the exercise
and/or disposition of stock options in recent periods. Therefore, the Company recorded a valuation allowance
related to this component of the deferred tax asset. The net operating loss carryforwards originating from deductions
for the exercise and/or disposition of stock options and the related valuation allowance has been recorded against
additional paid-in capital and did not affect net income for the period.

If the Company concludes that other components of the deferred tax asset require a valuation allowance in the
{uture, the effect on income tax expense could be material.

Goodwill and Identifiable Purchased Intangible Asseis

The Company records goodwill and identifiable purchased intangible assets when it acquires other companies.
The cost of the acquisition is allocated to the assets and liabilities acquired, including intangible assets, with the
remaining amount being classified as goodwill. Certain intangible assets such as purchased technology and
maintenance agreements are amortized to operating expense over time, while in-process research and development
is recorded as a one-time charge on the acquisition date.

In June 2001, the Financial Accounting Standards Board (“FASB”) issued Statement of Financial Accounting
Standards (“SFAS”) No. 142, “Goodwill and Other Intangible Assets.” This standard eliminates the amortization of
goodwill and requires goodwill to be reviewed at least annually for impairment, the useful lives of previously
recognized intangible assets to be reassessed and the remaining amortization periods te be adjusted accordingly.
There can be no assurance that at the time that the review is completed a material impairment charge will not be
required and recorded. The Company is required to perform an initial impairment review of goodwill in fiscal 2003
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and an annual impairment review thereafter. The Company periodically reviews the estimated remaining useful
lives of its intangible assets. A reduction in the Company’s estimate of remaining useful lives, if any, could result in
increased amortization expense in future periods.

Certain risks and concentrations

The Company’s products are concentrated in the electronic information search and retrieval software industry,
which is highly competitive and rapidly changing. A number of companies offer competitive products addressing
certain of the Company’s target markets and act as direct competitors of the Company. The Company is dependent
on the success of its strategic partners to obtain its competitive edge.

A small portion of the Company’s revenue is derived from relatively large sales to individual customers,
representing exposure to the loss of a major customer or any reduction in orders by such customers, significant
technological changes in the industry, and the infringement or expropriation of proprietary intellectual property
rights or patents. In addition, a significant portion of the Company’s revenue is derived from international sales, and
therefore exposes the Company to fluctuation of the U.S. dollar against foreign currencies or local economic
conditions.

Financial instruments, which potentially subject the Company to a concentration of credit risk principally
consist of cash and cash equivalents, investments and accounts receivable. The Company maintains the majority of
its cash and cash equivalents in demand accounts with two major financial institutions.

The Company maintains cash balances in excess of its operating requirements in commercial paper securities
issued by various corporate institutions, and debt securities backed by the United States government. The Company
has not experienced any material losses in any of the instruments it has used for excess cash balances.

The Company sells products to companies in North America, Europe, Asia, South Africa, South America and
Australia. The Company performs ongoing credit evaluations of its customers’ financial condition and, generally,
requires no collateral from its customers. The Company also performs an analysis of the expected collectibility of
accounts receivable and records an allowance for doubtful accounts receivable when necessary. The Company
maintains allowances for potential losses and such losses have been within management’s expectations. For the
fiscal years ended May 31, 2003 and 2002, no customer accounted for more than 10% of the total accounts
receivable balance. No customer accounted for more than 10% of the total revenue in any period reported.

Foreign currency translation

The Company translates the accounts of its subsidiaries using historical rates for nonmonetary assets and
current rates for monetary assets. Remeasurement gains and losses from the translation of these subsidiaries and
those that arise from exchange rate changes on transactions denominated in a currency other than the US currency
are included in the statements of operations. The Company’s subsidiaries use the Euro and local currency as their
functional cuwrrency. The net gain (loss) on foreign currency remeasurement and exchange rate changes for fiscal
years 2003, 2002 and 2001, which is included in other expense, net on the accompanying statements of operations,
was $275,000, $149,000 and $772,000, respectively.

Fair value of financial instruments
Carrying amounts of certain of the Company’s financial instruments, including cash and cash equivalents,

investments, accounts receivable and accounts payable approximate fair value due to their short maturities. The fair
value of the Company’s investments is set forth in Note 4.
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Computation of net income per share

Basic earnings per share are computed using the weighted average number of common shares outstanding
during the period. Diluted earnings per share are computed using the weighted average number of shares of
common stock and common stock equivalent shares outstanding during the peried. Dilutive commeon stock
equivalent shares consist of stock options.

Comprehensive income

The Company has adopted Statement of Financial Accounting Standards No. 130 (“SFAS 130.”)
Comprehensive income, as defined, includes all changes in equity (net assets) during a period from non-owner
sources. Other comprehensive income for all periods presented consists of unrealized gains and losses on available-
for-sale securities and the effect of foreign currency translation.

Reclassification

The Company has reclassified certain amounts in the prior years’ financial statements to conform to the current
, .
year's presentation.

Recent accounting pronouncements

In October 2001, the Financial Accounting Standards Board (“FASB”) issued Statement of Financial
Accounting Standards (“SFAS”) No. 144 “Accounting for the Impairment or Disposal of Long-Lived Assets.” SFAS
No. 144 supersedes “Accounting for the Impairment of Long-Lived Assels and for Long-Lived Assets to Be
Disposed Of” (SFAS No. 121), however it retains the fundamental provisions of SFAS No. 121 for (1) the recognition
and measurement of the impairment of long-lived assets to be held and used and (2) the measurement of long-lived
assets to be disposed of by sale. SFAS No. 144 develops a single accounting model for long-lived assets to be
disposed of by sale, whether previously held and used or newly acquired assels and consequently amends
Accounting Principles Board Opinion No. 30, “Reporting Results of Operations — Reporting the Effects of
Disposal of a Division of a Business.” Additionally, SFAS No. 144 expands the scope of discontinued operations to
include all components of an entity with operations that (1) can be distinguished from the rest of the entity and (2)
will be eliminated from the ongoing operations of the entity in a disposal transaction. SFAS No. 144 is effective for
the Company’s fiscal year beginning June 1, 2002. The adoption of SFAS No. 144 did not have a significant impact
on the Company’s financial position or results of operations.

In November 2001, the Emerging Issues Task Force (“EITF”) of the FASB reached a consensus on Issue No.
01-09, “Accounting for Consideration Given by a Vendor to a Customer or a Reseller of the Vendor’s Products.”
EITF No. 01-09 addresses whether consideration from a vendor to a reseller of the vendor’s products is an
adjustment to the selling prices of the vendor’s products and, therefore, should be deducted from revenue when
recognized in the vendor’s results of operations, or a cost incurred by the vendor for assets or services received from
the reseller and, therefore, should be an expense when recognized in the vendor’s results of operations. EITF No.
01-09 is effective for the Company beginning November 1, 2001. The Company’s adoption of EITF No. 01-09 did
not have a significant impact on the Company’s financial position or results of operations.

In July 2002, the FASB issued SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal
Activities.” SFAS No. 146 nullifies the guidance of the EITF in EITF Issue No. 94-3, “Liability Recognition for
Certain Employee Termination Benefits and Other Costs to Exit an Activity (including Certain Costs Incurred in a
Restructuring).” Under EITF Issue No. 94-3, an entity recognized a liability for an exit cost on the date that the
entity committed itself to an exit plan. In SFAS No. 146, the FASB acknowledges that an entity’s commitment to a
plan does not, by itself, create a present obligation to other parties that meets the definition of a liability and
requires that a liability for a cost that is associated with an exit or disposal activity be recognized when the liability
is incurred. It also establishes that fair value is the objective for the initial measurement of the liability. SFAS No.
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146 will be effective for exit or disposal activities that are initiated after December 31, 2002. The Company’s
adoption of SFAS No. 146 did not have a significant impact on the Company’s financial position or results of
operations.

In November 2002, the FASB issued FASB Interpretation No. 45, “Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others” (“FIN 457). FIN 45
requires that upon issuance of a guarantee, the guarantor must disclose and recognize a liability for the fair value of
the obligation it assumes under that guarantee. The initial recognition and measurement requirement of FIN 45 is
effective for guarantees issued or modified after December 31, 2002. As of February 28, 2003, the Company’s
guarantees that were issued or modified after December 31, 2002 were not material. The Company’s guarantees
issued before December 31, 2002, which would have been disclosed in accordance with the disclosure requirements
of FIN 45, were not material.

In November 2002, the EITF reached a consensus on Issue No. 00-21 (“Issue 00-217), “Revenue
Arrangements with Multiple Deliverables”. Issue 00-21 provides guidance on how to account for arrangements that
involve the delivery or performance of multiple products, services and/or rights to use assets. The provisions of
Issue 00-21 will apply to revenue arrangements entered into in fiscal periods beginning after June 15, 2003. The
Company does not believe that the adoption of Issue 00-21 will have a material effect on its consolidated financial
position, results of operations or cash flows.

In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-Based Compensation — Transition
and Disclosure.” SFAS No. 148 amends certain provisions of SFAS No. 123 and is effective for financial statements
for fiscal years ending after December 15, 2002. It provides alternative methods of transition for an entity that
voluntarily changes to the fair value based method of accounting for stock-based employee compensation. SFAS No.
148 also requires the disclosure of the pro forma effects on an entity’s accounting policy with respect to stock-based
employee compensation on reported net income and earnings per share in annual and interim financial statements.
The Company does not currently intend to adopt the fair value based method of accounting for stock-based
employee compensation and will continue to apply the intrinsic-value based method.

In January 2003, the FASB issued FASB Interpretation No. 46, “Consolidation of Variable Interest Entities”
(“FIN 46”). FIN 46 requires that if an entity has a controlling financial interest in a variable interest entity, the
assets, Hlabilities and results of activities of the variable interest entity should be included in the consolidated
financial statements of the entity. FIN 46 requires that its provisions are effective immediately for all arrangements
entered into after January 31, 2003. The Company does not have any variable interest entities.

On April 30, 2003, the FASB issued Statement No. 149 (“Statement 149”), Amendment of Statement 133 on
Derivative Instruments and Hedging Activities. Statement 149 is intended to result in more consistent reporting of
contracts as either freestanding derivative instruments subject to Statement 133 in its entirety, or as hybrid
instruments with debt host contracts and embedded derivative features. In addition, Statement 149 clarifies the
definition of a derivative by providing guidance on the meaning of initial net investments related to derivatives.
Statement 149 is effective for contracts entered into or modified after June 30, 2003. The Company does not believe
the adoption of Statement 149 will have a material effect on its consolidated financial position, results of operations
or cash flows.

On May 15, 2003, the FASB issued Statement No. 150 (“Statement 150”), “Accounting for Certain Financial
Instruments with Characteristics of both Liabilities and Equity.” Statement 150 establishes standards for classifying
and measuring as liabilities certain financial instruments that embody obligations of the issuer and have
characteristics of both liabilities and equity. Statement 150 represents a significant change in practice in the
accounting for a number of financial instruments, including mandatorily redeemable equity instruments and certain
equity derivatives that frequently are used in connection with share repurchase programs. The Company does not
use such instruments in its share repurchase program. Statement 150 is effective for all financial instruments
created or modified after May 31, 2003, and to other instruments as of September 1, 2003. The Company adopted
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Statement 150 on June 1, 2003 and does not believe the effect of adopting this statement will have a material impact
on its financial position, results of operations or cash flows.

3. Business Combination

During the quarter ended February 28, 2003, the Company completed the purchase of certain assets and
obligations of Inktomi Corporation’s enterprise search software business (“Enterprise”), which management believes
qualifies as a business, as defined by the EITF. The purchase augments the Company’s product portfolio in the
enterprise search and intellectual capital management markets, bringing the Company a product to address an
additional segment of the market and gain access to Inktomi’s enterprise search customer base of 2,500 companies
worldwide, considerably expanding the Company’s installed base of customers.

The total purchase price of the acquisition of Enterprise is as follows (in thousands):

CASH ettt ettt sttt bbb e et e R e e s b e st e R rsrreneere st enbeseeteereaee $22,000
Deferred payment........cooveeiiiiniiiniicene et e 3,000
ACUISIEION COBS c.eveneeiereeesii ittt sttt et e et cbb bbb ene e e sme e aesresarins _1.826

Total PULChase PIICE....evrerrerircrerntiteteiee sttt ss sttt ssen et s esereees $26,826

Under the purchase method of accounting, the total purchase price is allocated to Enterprise’s net tangible and
identifiable intangible assets based upon their estimated fair value as of the date of completion of the acquisition.
The final purchase price is dependent on the actual cash paid and actual direct acquisition costs. Based upon the
purchase price and the independent valuation, the purchase price allocation is as follows (in thousands):

Identifiable intangible assets acquired (Useful life (years))

Existing technology (5) .. eceeerreceeeericnirinirrteeir et sese e i bbb $ 8,300
Patents/core technology (5) .....evveererimirireerneireeseeiet et see e eabeseee 2,800
Maintenance agreements (5).....cocveereeriniricnieninrereneerereeeee et 1,800
Total amortizable intangible assets ..........cocoiiiciniiin 12,900
In-process technology......cocvvviiiivnmii 1,200
Fair value of net liabilities assumed.......ccccooeveviereevnennenicecinen e (2,419
GOOAWILL ..ottt ettt e et sra e s et ssneseeneessmaeeenenesraens 15145
Total purchase price (including transaction Costs) ........covevrerenesinererrenncconene $26,826

The following table presents details of the Company’s total purchased intangible assets (in thousands):

Accumulated
May 31, 2003 —Gross . Ameortization _ Net
Existing technology.......cevvrrrrinerncrrneereerese s sesennns $8300 § 830 $ 7470
Patents/core technology ..o 2,800 280 2,520
Maintenance agreements .......ocuorveerviienereenesenenesneseerenns 1.800 180 1,620
Purchased intangible assets, net......c.coccoccveinnienicnnencnnne $12.900 $1.290 $11.610

The estimated future amortization expense of purchased intangible assets as of May 31, 2003 is as follows (in
thousands):

F Year Amount
2004 e e et a e e e e s et a e e ek b et e e ea e arebesentabseaeeetanreeeennnres $ 2,580
20005 it et e e e et a e et e e s e —e s ettt s eatae e ebsaatreeaannnee i ateennrtseetaeannanrtbeanns 2,580
2000 .. et e e e e e a e s reae st e e e e e esbaaeseeesastnaeresentbaree s sbreaasasrbenn 2,580
200 ettt ettt e sttt e st a e s er bt ae e aeibbeaaeaeaaetae i b b rtteerenneeee et heaeeaearreaean 2,580
2008 e et e bt et e e st bt e e baaesare e bt e e nta e e beaaebesaentaeesaeeestareen 1,290
TOLAL ..ttt ettt e r e e eae et e s n e an e St ea b et e es e ntesraennensenneenee $11.610




The Company’s methodology for allocating the purchase price to in-process research and development (“in-
process research and development”) is determined through established valuation techniques in the high-technology
software industry and expensed upon acquisition because technological feasibility has not been established and no
future alternative uses exist. The fair value allocation to in-process research and development was determined by
identifying the research projects for which technological feasibility had not been achieved and which had no
alternative future use at the acquisition date, assessing the stage and expected date of completion of the research
and development effort at the acquisition date, and calculating the net present value of the cash flows expected to
result from the successful deployment of the new technology resulting from the in-process research and
development effort.

The stages of completion were determined by estimating the costs and time incurred to date relative to the
costs and time incurred to develop the in-process technology into a commercially viable technology or product,
while considering the relative difficulty of completing the various tasks and obstacles necessary to attain
technological feasibility. As of the acquisition date, Enterprise had released Ultraseek 5.0, XML Toolkit 1.0, and
the latest version of Quiver to the market. Current development efforts, considered in-process research and
development, were focused on Uliraseek 5.1 and XML Toolkit 2.0. There were no development efforts (that meet the
criteria of in-process research and development) related to the Quiver product line as of the acquisition date. The
estimated stage of completion of both Ultraseek 5.1 and XML toolkit 2.0 was 55% complete. Total in-process
research and development expense for the quarter ended February 28, 2003 was $1.2 million.

Of the total purchase price, the Company retained $3.0 million in order to secure Inkiomi’s indemnification
obligations under the Purchase Agreement. On June 17, 2004, the Company is obligated to pay Inktomi an amount
equal to the sum of (i) $3.0 million plus (ii) simple interest thereon calculated from the December 17, 2002 through
the date of payment at an annual rate of 1.5%. The Company shall have the right to withhold or deduct from the
deferred payment amount any sum that may be owed to it by Inktomi pursuant to Inktomi’s indemnification
obligations under the Purchase Agreement. The Company believes the likelihood of such indemnifications is
remote.

The Consolidated Financial Statements include the operating results of Enterprise from the date of acquisition.
The following unaudited pro forma financial information presents the combined results of the Company and
Enterprise as if the purchase had occurred on June 1, 2001, after giving effect to certain adjustments, including
amortization of identifiable intangible assets and in-process research and development expense. For the twelve
month period ended May 31, 2003, in-process research and development expense has been removed, as that
expense would have occurred in the twelve month period ended May 31, 2002 had the purchase occurred on June 1,

2001.

Year Ended May 31

2003 2002
(unaudited)
Total TEVEINUES ....oiveeeririiteectee et eee ettt stve e ente e sereraaeeacn e snrerabeens $111.,638 $118.161
INEL 0SS 1nereeeeiti ettt eer s en e et e e ebe e e ereeaebasaanes $(234.428) $(12.185)
Net loss per share — basic .....ocvveeverirererinenneii e e 8 (662) & (0.34)
Net loss per share — diluted .....c.coovvereeirecneiiir e 8 (662) § (034
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4., Investments

As of May 31, 2003, available-for-sale securities consist of the following (in thousands):

Amortized Unf;;)lsiied Fair
Cost Gains Yalue
SROTt-LEIM . cveeeiricrectre et e ettt re e $ 52,192 $ 801 $ 52,993
LONZ-EIT vttt sttt s 111.371 708 112,079
Total INVEStMENtS ..c..coverveereeriiee ettt $163,563 $1.509 $165,072
At May 31, 2003, scheduled maturities of investments classified as available-for-sale are as follows (in
thousands):
Withinn 0ne Year......cccervnvnecerrnennrireeeeseesereseenens $ 52,993
After one year through three years ........ccccccvvneecns 112,079
$165.072

As of May 31, 2002, available-for-sale securities consist of the following (in thousands):

Gross

Amortized Unrealized Fair

Cost Gains Value
(18103 70 13 o4 /WU U RO USROS $100,450 $ 670 $101,120
Long-term .......cccovviviniiiiiniii e 90,391 1.042 91.433
Total INVEStMENES ...c.ccovevieriereiere e rerne $190.841 $1.712 $192,553

At May 31, 2002, scheduled maturities of investments classified as available-for-sale are as follows (in
thousands):

Within 0NE Year....oovevuvvreeereeercniiiresesssereseeereeees $101,120
After one year through three years ... 91.433
$192.553

5. Balance Sheet Detail

Trade receivables

As of May 31, 2003 and 2002, the balance of trade receivables is as follows (in thousands):

May 313,

2003 2002
Trade receiVADLES ...oooveiiiiie ettt et bt $24.317  $22,601
Allowance for doubtful aCCOUNtS ...ooveveciiiiiriiiiriee e, (1,540) (1,428)
Allowance for sales returns .......cocvvvcvnriiecivisennncere e e (180) 212)

$22.597  $20.961

Write-offs against the allowance for doubtful accounts were $451,000, $915,000 and_ $713,000 in the fiscal

years 2003, 2002 and 2001, respectively.
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Property and equipment

As of May 31, 2003 and 2002, property and equipment consist of the following (in thousands):

May 31.

2003 2002
Computer equipment & SOfLWATE ......ccccereevererivrenreeisenrinierererenieeeerens $13,153 $16,781
Furniture and fIXHUEES ....oocioiiiieieiecticereceie e s esraesevesnne e 2,412 5,787
Leasehold improvements.........coeeciniinieicncrnciins 5.907 5,759

21,472 28,327
Less accumulated depreciation .........cvececiiveriiererereseenessmeseeesnsenenene (16,304) _(21.702)

$ 5168 § 6.625

Depreciation expense for fiscal years 2003, 2002 and 2061 was $3,410,000, $4,251,000 and $3,185,000,

respectively.
At May 31, 2003 and 2002, there were no assets under capital leases.
Other accrued liabilities

As of May 31, 2003 and 2002, other accrued liabilities consist of the following (in thousands):

May 31,
2003 2002
Forward contracts payable........occicveeneiiieeccieeeeee e seennns $ 7,528 —
Tax provision payable ... 3,493 $1,973
Other payahle. ... 1.053 806

12,074  $2,779

Forward contracts are scheduled to mature in June, July and August of 2003, respectively.
6. Commitments and Contingencies
Commitments

The Company leases various facilities and vehicles under noncancelable operating leases expiring through
May 2009. Under the terms of the leases, the Company is responsible for taxes, insurance and normal maintenance
costs. Under its primary operating facility lease, the Company may extend the lease term for an additional five years
by providing written notice of its exercise of this option no later than six months before the expiration of the lease
term. The Company has subleased certain of its space to other companies for various periods through October 2004.

On December 17, 2002, the Company completed the purchase of certain assets and obligations of Inktomi
Corporation’s enterprise search software business. Of the total purchase price, the Company deferred $3.0 million in
order to secure Inktomi’s indemnification obligations under the Purchase Agreement. On June 17, 2004, the
Company is obligated to pay Inktomi an amount equal to the sum of (i) $3.0 million plus (ii) simple interest thereon
calculated from the December 17, 2002 through the date of payment at an annual rate of 1.5%. The Company shall
have the right to withhold or deduct from the deferred payment amount any sum that may be owed to it by Inktomi
pursuant to Inktomi’s indemnification obligations under the Purchase Agreement. The Company believes the
likelihood of indemnification is remote. In addition to the cash commitment in this transaction, the Company may
also incur costs related to the integration of this business. These costs may be incurred in subsequent quarters and
may affect the Company’s results of operations.
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At May 31, 2003, future minimum rental payments and receipts under the operating leases are as follows (in

thousands):

Rental Sublease
al Year Ma Income

2004 ..ttt e sh et a st e ar s re et e aaae e s nereearaeaes $ 3,273 $336

2005 ittt sttt e et b e erte e sebenaaesrs e nebesbeenne 2,714 48

2006 .....uiiceeirerieceeeiree et ra e te b e e sae st te s s et e aabesensaeebeentsins 1,463 —

2007 ettt ettt e e e et e s b et bt e sreests e re s nraestbnereen 1,434 —

2008 and thereafter....cocieeei i ebae s 1,861 e

$10,745 4

The following table shows our contractual obligations:

P nts Due by i
Contractual Ohligations Less than 1.3 4-5  After
Total 1 vear years years S Years
(dollars in millions)
Operating Leases ....uoevvvevrrirnisierenrnnciere e nes s s sessssenne e $10.7  $33 %41 $29 304
Deferred Purchase Payment..........cccccovcrviciiivcvncninininnineenns 31 00 31 _00 0.0
Total Contractual Cash Obligations ........cceceevvevevireniccnncineiceenene $138 8§33 $72 829 $04

Worldwide rent expense, excluding sublease income, for fiscal years 2003, 2002 and 2001 was $3,741,000,
$3,936,000 and $2,890,000, respectively.

Contingencies
BroadVision

On June 7, 2001, the Company filed a complaint in federal district court in the Northern District of California,
San Jose Division, against BroadVision, Inc. (Case No. C01-20501-PVT-ADR). BroadVision is a software company
that the Company in the past has licensed to distribute the Company’s copyrighted software known as the Verity
Developer Kit (“VDK”). The Company alleges in its complaint that under the terms of the parties’ licenses,
BroadVision was authorized to distribute certain limited portions of VDK as an embedded component of specified
software applications of BroadVision. The Company further alleges that BroadVision has distributed portions of
VDK that it was not authorized to distribute, failed to prevent end users from accessing unlicensed functions and
encouraged end users to make use of unlicensed functions of VDK. The Company further alleges that it terminated
its license with BroadVision on April 24, 2001 and that BroadVision no longer has any right to distribute any
portion of VDK.

Based on the foregoing allegations, the Company has asserted claims against BroadVision for copyright
infringement, declaratory relief, unfair competition, interference with economic advantage, breach of contract, and
breach of the implied covenant of good faith and fair dealing. The Company seeks by its complaint, among other
things, an injunction to prohibit BroadVision from further distribution of VDK, damages, including statutory
damages, according to proof based on BroadVision’s unauthorized distribution of VDK and attorneys’ fees.

BroadVision answered the Company’s complaint on June 28, 2001 and denied the material allegations of the
Complaint and asserted affirmative defenses to the Company’s claims. BroadVision also asserted a counterclaim
alleging that the Company had breached the parties’ license and the implied covenant of good faith and fair dealing
contained therein (1) by failing to pay BroadVision referral fees that it claims the Company owes to Broad Vision for
BroadVision’s efforts in securing the sale of Verity Advanced K-2 Search Modules; and (2) by failing to provide
support to BroadVision for VDK after the Company ierminated the parties’ license. BroadVision seeks by its
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counterclaim, among other things, damages according to proof, a declaration that BroadVision has not breached the
parties’ license and attorneys’ fees.

The Company answered BroadVision’s counterclaim on July 23, 2001 and denied the material allegations of
the counterclaim and asserted various affirmative defenses to BroadVision’s claims. On August 8, 2002, the
Company filed a first amended complaint against BroadVision which, among other things, added a claim for
contributory copyright infringement against BroadVision based on allegations that BroadVision knowingly
facilitated the use by end users of unlicensed functionality of VDK.

The action is currently in the discovery phase. The trial date has been set for September 2, 2003.

The Company intends to defend against the counterclaims vigorously. However, there can be no assurance that
the complaint and counterclaims discussed above will be resolved without costly litigation, or in a manner that is
not materially adverse to the Company’s financial position, results of operations or cash flows. No estimate can be
made of the possible loss or possible range of loss associated with the resolution of these contingencies and
accordingly, the Company has not recorded a liability.

Software License Indemmity

Under the terms of the Company’s software license agreements with its customers, the Company agrees that in
the event the software sold infringes upon any patent, copyright, trademark, or any other proprietary right of a third
party, it will indemnify its customer licensees, against any loss, expense, or liability from any damages that may be
awarded against its customer. The Company includes this infringement indemnification in all of its software license
agreements and selected managed services arrangements. In the event the customer can not use the software or
service due to infringement and the Company can not obtain the right to use, replace or modify the license or
service in a commercially feasible manner so that it no longer infringes, then the Company may terminate the
license and provide the customer a refund of the fees paid by the customer for the infringing license or service. The
Company has recorded no liability associated with this indemnification, as it is not aware of any pending or
threatened actions that are probably losses.

7. Stockholders® Equity
1995 Stock Option Plan

In July 1995, the Company adopted the Amended and Restated 1995 Stock Option Plan, which amended and
restated the 1988 Stock Option Plan. In September 1999 and September 2000, the Company’s stockholders
approved an increase to the number of shares reserved under the 1995 Stock Option Plan to a total of 10,122,000
and 12,122,000 shares, respectively.

Under the terms of the Plan, options may be granted at prices not lower than the fair market value at the date of
grant as determined by the Board of Directors. Incentive and non-statutory options, which are granted to
stockholders who own more than 10% of the total combined voting power of all classes of Company’s stock are
granted at not less than 110% of the fair market value of the shares at the date of grant. The term of options granted
to the stockholders who own more than 10% of the total combined voting power of all classes of stock of the
Company is five years from the date of grant or shorter term as provided in the written option agreement. All other
option grants from this plan may have a term of eight years or shorter as provided in the written option agreement.

Common shares purchased under the Plan are subject to the Company’s right of repurchase, which generally
lapses as to 12.5% of the shares six months from the grant date and thereafter ratably over the remainder of a 3%2
year period at the holder’s original purchase price. Thereafter, the Company has the right of first refusal to purchase
such shares. At May 31, 2003, 2002 and 2001, the Company had 0, 0, and 84 shares, respectively, subject to the
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Company’s right to repurchase. As of May 31, 2003, 422,000 shares of common stock were available for grant under
the 1995 Stock Option Plan.

Outside Directors Plan

In July 1995, the Company’s Board of Directors approved the 1995 Outside Directors Plan and reserved
400,000 shares of common stock for issuance to directors of the Company who are not employees of the Company.
The Outside Directors Plan provides for the automatic granting of nonqualified stock options to directors of the
Company who are not employees of the Company.

At the initiation of the Plan, each current outside director was automatically granted an option to purchase
40,000 shares of common stock at the following annual meeting of stockholders. Each new outside director is
automatically granted an option to purchase shares of the Company’s common stock at the time of annual meeting
following their appointment. Thereafter, at each annual meeting of the stockholders, outside directors who have
previously received options will receive a new option to purchase 40,000 shares of the Company’s common stock.
The exercise price of the options in all cases will be equal to the fair market value of the Company’s common stock
at the date of grant. Options granted under the Director’s Plan are immediately exercisable, but vest over four years
and generally must be exercised within ten years. In September 1999, the Company’s stockholders approved an
increase to the number of shares reserved under the Outside Director’s Plan to a total of 1,000,000 shares. As of
May 31, 2003, 140,000 shares of common stock were available for grant under this plan.

1996 Nonstatutory Stock Option Plan

In February 1996, the Company’s Board of Directors approved the 1996 Nonstatutory Stock Option Plan. The
terms of the 1996 Nonstatutory Stock Option Plan are substantially the same as those of the 1995 Stock Option Plan
with the exception of the type of options available, the option exercise price and the maximum option term.
Nonqualified options may be granted at prices not lower than 85% of fair market value at the date of grant as
determined by the Board of Directors. The option may have a term of ten years or shorter as provided in the written
option agreement.

In fiscal years 2003, 2002 and 2001, the Company increased the number of shares reserved under the Plan to
29,700,000, 24,700,000 and 12,700,000 shares of common stock, respectively, for issuance to certain employees
and consultants of the Company. As of May 31, 2003, 5,696,000 shares of common stock were available for grant
under the 1996 Nonstatutory Stock Option Plan.

1997 Stock Option Plan for Verity Canada

In May 1997, the Company’s Board of Directors authorized the adoption of the 1997 Stock Option Plan for
Verity Canada. The terms of the 1997 Stock Option Plan for Verity Canada are substantially the same as those of
the 1995 Stock Option Plan with the exception of option type and term.

In fiscal years 2003 and 2001, the Company increased the number of shares reserved under the 1997 Plan to
2,590,000 and 2,250,000 shares of common stock, respectively, for issuance to certain employees and consultants
of the Company. As of May 31, 2003, 336,000 shares of common stock were available for grant under the 1997
Stock Option Plan for Verity Canada.
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Equity Compensation Plan Information

The following table gives information about the Company’s stock that may be issued upon the exercise of
options, warrants and rights under all of the Company’s existing equity compensation plans as of May 31, 2003,
including the Company’s Restated 1995 Stock Option Plan, 1996 Nonstatutory Stock Option Plan, Outside
Directors Plan, and the 1997 Stock Option Plan (together, the “Option Plans™):

Equity Compensation Plan Information (shares in thousands)
(2) () (e)
Number of securities
Number of securities Weighted average remaining available for

te be issued upon exercise price of future issuance under
exercise of outstanding equity compensation plans
outstanding options, oplions, warrants (excluding securities
Plan Category warrants_and rights and rights reflected in eolumn (a))
Equity compensation plans approved by
StOCKROLAErS ... cviveiiie s 5,603 $23.60 562
Equity compensation plans not approved by
stockholders........ccccovvieeiiiiienie e 17,9881 16.64 6,032
TOTAL 23,591 $18.30 6.5%4

(1) Issued under the Company’s 1996 Nonstatutory Stock Option Plan and the Company’s 1997 Stock Option Plan
for Verity Canada, both of which do not require the approval of and has not been approved by the Company’s
stockholders. See the description above of the 1996 Nonstatutory Stock Option Plan and the 1997 Stock Option
Plan.

Activity under stock option plans

Activity under the above stock option plans is set forth below (shares in thousands):

Year Ended May 31

2003 2002 2001
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Shares Price Shares Price Shares Price
Outstanding at beginning of period ........ccocoeveveerrnnacns 19,285 $20.00 16,277 $2391 12,720 $20.12
Granted ..c.oooeveiereier e 9,562 10.99 7,164 9.47 8,418 23.69
EXercised co.coiiiiiionin it sceesee e sene e (3,826) 8.56 (1,769) 822 (3,394) 8.95
Cancelled .......cooiiiieiiiii e (1.430) _18.53 (2,387) _23.71 1.467) _24.41
Outstanding at end of period ........occvvverecncniniennenne 23.591 1830 19285 _20.00 16277 _2391
Options exercisable at end of period .......ccovvvirccnneees 14806 $20.65 12217 $21.11 7.588 $24.04
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Common stock option plans

The following table summarizes information with respect to stock options outstanding at May 31, 2003 (shares
in thousands):

Options Not Subject
to Repurchase Upon

Options Quistanding Exercise
Weighted
Average Weighted Weighted

Nuomber at  Remaining  Average Number at  Average
May 31, Contractual Exercise May 31, Exercise

Range of Exercise Price 2003 Life (Years) Price 2003 Price

$ 1.00—F 499 e 442 2.90 $ 3.32 442 $ 3.32
B 5.00 = B16.49 i 15,197 6.57 11.55 7,758 11.65
$16.50 — $29.99 ....ovirirereereseee e 1,713 5.46 23.09 1,234 23.89
$30.00 — $53.00 c.ccvevieieiieeee e 6,239 4.81 _34.48 5.372 34,33

23,591 5.95 $18.30 14.806  $20.65

At May 31, 2002 options to purchase 12,216,000 shares of common stock were not subject to rights of
repurchase upon exercise at an average exercise price of $21.11.

Generally, 12.5% of the shares subject to options granted to new employees become vested after the date of
commencement of employment and 2.083% of the shares subject to options vest upon completion of each
succeeding full month of continuous employment with Verity. Shares subject to options granted to existing
employees generally vest monthly over a four-year period from the date of grant. The Company’s board retains
discretion to modify certain terms including the vest schedule.

Employee stock purchase plan

In July 1995, the Company’s Board of Directors approved the 1995 Employee Stock Purchase Plan and
reserved 500,000 shares of common stock for issuance to eligible employees. In September 1999, the Company’s
stockholders approved an increase to 4,000,000 shares of common stock. The Employee Stock Purchase Plan
permits eligible employees to purchase shares of the Company’s common stock at 85% of the lesser of fair market
value of the common stock on the first day of the 12-month offering period or the last day of the six-month purchase
period within the offering period. During the fiscal years ended May 31, 2003, 2002 and 2001, employees
purchased 406,628, 350,321 and 159,293 shares at average prices of $8.05, $8.20 and $23.44 per share,
respectively. As of May 31, 2003, 3,268,241 shares of the Company’s common stock have been issued under the
plan and 731,759 shares remained available for purchase.
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Pro forma stock-based compensation

The Company has adopted the disclosure-only provisions of Statement of Financial Accounting Standards No.
123 (“SFAS No. 123,”) Accounting for Stock-Based Compensation. Accordingly, no compensation cost has been
recognized for the Company’s stock option plans or Employee Stock Purchase Plan. Had compensation cost for the
Company’s stock option plans and Employee Stock Purchase Plan been determined based on the fair value at the
grant date for awards in fiscal years 2003, 2002 and 2001 consistent with the provisions of SFAS No. 123, the
Company’s net income and net income per share for fiscal years 2003, 2002 and 2001 would have been reduced to
the pro forma amounts indicated below (in thousands, except per share amounts):

Fiscal Years
2003 2002 2001

Net Income — as TEPOIEd ....ccuvrivuiiiirieerreeninecrt et ne $11641 § 1409 § 33.760
Deduct: Total stock-based employee compensation expense determined under

the fair value based method for all awards, net of related tax effects ................ (63.427) _(78.883) _(100.858)
Net 1088 — Pro forma....coevviciiiiincccneniii e e 8(51.786) $(77.474) $ (67.098)
Net income per share — basic — as reported .........ccocveeemicnennvrnnnneneans $ 033 $§ 004 8§ 1.00
Net income per share — diluted — as reported ..........ccccovniiiniiiinincn, $§ 031 § 004 § 092
Net loss per share — basic — Pro forma ........cocvuvreieinrireninceeiese e 3. (146) $ (219 § (199
Net loss per share — diluted — pro forma .......ooeeevereririeerseeseenesesseinres e $§ (146) § (219 §  (1.99)

The above pro forma disclosures are not necessarily representative of the effects on reported net income (loss)
for future years.

The aggregate fair value and weighted average fair value of each option granted in fiscal years 2003, 2002 and
2001 were $54.9 million, $45.9 million and $140.2 million, and $5.74, $6.41 and $16.65, respectively. The fair
value of each option grant is estimaled on the date of grant using the Black-Scholes Option Pricing Model with the
following weighted average assumptions for fiscal years 2003, 2002 and 2001:

2003 2002 2001
Expected volatility.....cocoiioeeoirreciiniieccree e 80% 160% 160%
Risk-free Interest rate.......oeoerinirrirrereeencenenenerennneresenes 1.81-3.72% 3.14-4.35% 5.4%
Expected Life .ocooerereercnencnerceee et 2.9 years 3.5 years 3.5 vears
Expected dividend yield.....c..ccoeveeiricrenninecnecrieecene 0.0% 0.0% 0.0%

The Company has also estimated the fair value for the purchase rights under the Employee Stock Purchase
Plan using the Black-Scholes Option Pricing Model with the following assumptions for fiscal years 2003, 2002 and
2001:

2003 2002 2001
Expected volatility .....cccoueveevicininiinininnciereeeece, 80% 100% 100%
Risk-free Interest 1a1€ ..o.ovvvivrevrreeciicen e 1.16-1.56% 1.98-2.33% 5.4%
Expected life..vouivecvininniiriccicceeene e 1.00 year .50 - 1.00 years .50 — 1.00 years
Expected dividend yield ........ccooiiniiiinenconicninns 0.0% 0.0% 0.0%

Preferred stock purchase rights plan

In September 1996, the Company’s Board of Directors adopted a Preferred Stock Purchase Rights Plan
designed to enable all Company stockholders to realize the full value of their investment and to provide for fair and
equal treatment for all Company stockholders in the event that an unsolicited attempt is made to acquire the
Company. Under the Plan, stockholders will receive one Right to purchase one one-hundredth of a share of a new
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series of Preferred Stock for each outstanding share of Company common stock held at the close of business on
October 2, 1996. The Rights expire on September 17, 2006.

Preferred stock and common stock

The Company is authorized to issue two classes of shares to be designated respectively Preferred Stock, having
a par value of $0.001 per share, and Common Stock, having a par value of $0.001 per share. The total number of
shares of Preferred Stock the Company has the authority to issue is 1,999,995, and the total number of shares of
Common Stock the Company has authority to issue is 200,000,000. None of the shares outstanding are subject to
repurchase as of May 31, 2003.

8. Income Taxes

Income tax expense includes U.S. and international income taxes, as well as the provision for U.S. taxes on
undistributed earnings of international subsidiaries. Certain items of income and expense are mnot reported on

income tax returns and financial statements in the same year. The tax effect of this difference is reported as deferred
income taxes.

Income before taxes consist of the following (in thousands):

_ TFiscalYears

2003 2002 2001
DOMESLIC vttt e e ebe s $16,905 $1,056  $52,689
FOTEIEN ..ovtcviriiicici et 1,870 1,219 1,293
$18,775 32275  $53.982

Details of the income tax provision (benefit) for fiscal years 2003, 2002 and 2001 consist of the following (in
thousands):

May 31
2003 2002 2001
Current:
Federal.......cooiiiiieeeeciceee et et e $6,366 $1,262  $14,095
SEALE o cveivveeeere ettt ettt ettt cre e er b a e e eaeennes 448 126 1,476
FOreign..c.coceeeiie et 743 502 298
_71057  _1890 _16.169
Deferred:
Federal........ooovviiiieeieciieciecceceee ettt (378)  (1,066) 3,650
SEALE v ervrveerivanrererereere st enrtase st ee s teseseeberessareresbesnebe e b sa st et (45) 40 403
FOreign. ..o — e

: (1,026
7.1 $ 864 $20222
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The Company’s effective tax rate differs from the statutory federal income tax rate as shown in the following
schedule:

Fiscal Years
2003 2002 2001

Income tax benefit at statutory Tates.......ovvvreevereierenienieeeree e 35.0% 35.0% 35.0%
State income taxes net of federal benefit .........coeevvvernieiicnininennns 33 (18.3) 3.5
Non-deductible expenses .......cccovuvuveervereiennrniiinieircrcceennse e 1.6 33.0 2.6
FOreign taXes ...ocviviviiieerie ittt sres 0.7 282 0.1
Release of valuation allowance........covveuveericernieiereneieninecirsisene e — — —
Research and development credit ........ccocovrierreercceecnnicenecneenacne (2.6) (399 (5.2
Net operating loss (benefited) not benefited .......cccovrrrcenrincnnennnnne. = _—  _15
Effective taX Ta1€ ..ocvovveeeciiiiiiiinicecerecre e 38.0% 38.0% 37.5%

The components of the net deferred tax asset are (in thousands):

May 31,
2003 2002
Deferred tax assets:
Accumulated depreciation ........ccuerreeveseeisieneesserersnsessssereserenes $ 3573 % 2,073
Accrued cOmpPensation.......c.cooucirnrerieneesiecnienc sttt seenes 975 940
Other accruals and allowance for doubtful accounts...............ocerurenee. 2,706 1,656
Research and development credits .........ccocveeeeeeenirmennrininieeeeeenens 10,737 10,223
Net operating loss carryforwards .........cccovmevennircnicneniniennece, 25.669 23.936

43,660 38,828
Deferred tax liability:

Appreciated investments — FAS 115, (95) 413)
Gross deferred taxX @SSeLS..varriiirririieeeeiiiesiireescveseenrersssesseseessessnseenas 43,565 38,415
Valuation allowance........c.cceverrenccnminincec e _(21,473) _(18,704)

Net deferred tax assets ...c.ccveveveeieririniiniciic e $22,092 $19712

As of May 31, 2003, the Company had approximately $72,132,000 and $11,312,000 of net operaling loss
carryforwards for federal and California purposes, respectively, to offset future taxable income. The tax benefits
associated with these net operating loss carry forwards have been or (will be) recorded to the additional paid-in-
capital account as they arose from the exercise and/or disposition of stock options. The Company also has federal
and state research and development tax credit carryforwards of approximately $7.216,000 and $3,521,000,
respectively, at May 31, 2003. The net operating losses and credit carryforwards expire in the years 2004 to 2023 if
not utilized. State research and development tax credit carryforwards can be utilized indefinitely.

Under the Tax Reform Act of 1986, the amounts of benefits from net operating loss and credit carryforwards
may be impaired or limited in the future if the Company has incurred a cumulative ownership change of more than
50%, as defined, over a three year period.

Based on management’s assessment, the Company recorded a valuation allowance for a portion of the deferred
tax asset related to the net operating loss carryforwards, which have arisen from deductions for the exercise and/or
disposition of stock options, due to an uncertainty as to whether these benefits will be realized through future
earnings. Any tax benefits realized from the reduction of this valuation allowance will be recorded to additional-
paid-in-capital.
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9. Related Party Transactions

On July 31, 1997, Mr. Gary J. Sbona was appointed as the Company’s President and Chief Executive Officer,
and the Company entered into an agreement with Regent Pacific Management Corporation, a management services
firm of which Mr. Shona is the Chairman and Chief Executive Officer. Pursuant to the original agreement, Regent
Pacific agreed to provide management services to the Company, at a fee of $50,000 per week, including the services
of Mr. Sbona as Chief Executive Officer and President and other Regent Pacific personnel as part of the Company’s
management team. The agreement had a one-year term and could be canceled by the Company after expiration of
the initial 26-week period, with a minimum compensation to Regent Pacific of $1.3 million for that initial period.

The agreement required that the Company indemnify Regent Pacific and Mr. Sbhona for certain liabilities
arising out of the performance of services under the agreement. Mr. Sbona became an employee of the Company
effective February 16, 1998. On April 13, 1998, the Company and Regent Pacific agreed to amend the agreement to
provide that Regent Pacific personnel continued to serve as part of the Company’s management team. The
amendment also served to extend the term of the agreement until August 31, 1999, and to extend the noncancelable
period of the agreement until February 28, 1999,

[n connection with Mr. Shona’s service as President, CEQ and an employee of the Company, the Compensation
Committee of the Company’s Board also granted to him an option to purchase 700,000 shares of the Company’s
common stock, at an exercise price of $2.563 per share. In October 1998, the Company’s Board granted Mr. Sbona
another option to purchase additional 520,000 shares of the Company’s common stock, at an exercise price of
$3.813 per share. In May 1999, the Company’s Board granted Mr. Shona another option to purchase additional
420,000 shares of the Company’s common stock, at an exercise price of $16.250 per share. In October 1999 and
January 2000, the Company’s Board granted Mr. Shona options to purchase 606,000 and 394,000 of the Company’s
common stock, at an exercise price of $30.75 and $31.75 per share, respectively. In July and December 2000, the
Company’s Board granted Mr. Shona options to purchase 407,000 and 400,000 of the Company’s common stock, at
an exercise price of $36.38 and $13.94 per share, respectively. In September 2001, the Company’s Board granted
Mr. Sbona an option to purchase 1,000,000 shares of the Company’s common stock, at an exercise price of $8.74
per share. In July 2002, the Company’s Board granted Mr. Shona an option to purchase 1,000,000 shares of the
Company’s common stock, at an exercise price of $9.75 per share. The shares subject to such options will vest
entirely upon certain change of control transactions or upon a termination of Mr. Shona without cause. The options
will also remain exercisable for one year following the termination of Mr. Sbona’s services.

On March 12, 1999, the Company extended its agreement with Regent Pacific Management Corporation until
August 31, 2000. This is the second amendment to the retainer agreement between Regent Pacific Management
Corporation and the Company. since the original agreement dated July 31, 1997. Under this amended agreement,
Regent Pacific continued to provide certain services to the Company at a fee of $50,000 per week. The new
agreement provided the Company with an option to further extend the term of this agreement through February
2001. Furthermore, on March 12, 1999, Mr. Sbona was appointed as the Chairman of the Board of Directors of the
Company. Mr. Sbona was the Company’s President from July 1997 to September 1999, was the Company’s Chief
Executive Officer from July 1997 through February 2003, and has been a Board member since May 1998.

On each of February 10, 2000, March 12, 2001 and June 17, 2002, the Company extended its agreement with
Regent Pacific Management Corporation. These were the third, fourth and fifth amendments to the retainer
agreement between Regent Pacific Management Corporation and Verity, Inc. since the original agreement dated
July 31, 1997. Under these amended agreement, Regent Pacific continued to provide management services to the
Company. ‘

On March 4, 2003, the Company extended its agreement with Regent Pacific Management Corporation through
August 31, 2004. This is the sixth amendment to the retainer agreement between Regent Pacific Management
Corporation and Verity, Inc. since the original agreement dated July 31, 1997. Under this amended agreement,
Regent Pacific continues to provide management services to the Company. The agreement provides Verity with an
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option to further extend the term of this agreement through February 2005. The agreement terminates on February
28, 2005, but provides the Company with an option to further extend the term of this agreement through August
2005. If the Company exercises this option, the agreement will terminate after August 2005 unless Regent Pacific
and the board agree to further extend it. The Company may discharge Regent Pacific at any time after February 28,
2004 provided that it has delivered a 60-day written notice of intent to cancel this agreement. On March 6, 2003,
Mr. Sbona was moved to the position of Executive Chairman of the Board.

The Company paid fees to Regent Pacific Management Corporation totaling $2,600,000 for each of the fiscal
years ended May 31, 2003, 2002 and 2001. As of May 31, 2003, there is no balance payable to Regent Pacific
Management.

10. Employee Benefit Plan

The Verity, Inc. 401(k) Plan, as allowed under Section 401(k) of the Internal Revenue Code, allows for salary
deductions for eligible employees to participate in a tax deferred savings and investment plan for retirement
purposes. Employees are eligible to enroll in the plan during the first enrollment period after hire. Enrollments are
held quarterly on a calendar year basis. Enrollment periods are offered four times a year, at the beginning of each
calendar year quarter (January 1st, April 1st, July 1st and October 1st). Changes in contribution elections may only
be done during these four enrollment periods. The plan also includes rollover and loan features.

Participants may make voluntary contributions to the plan from 1% to 50% of their compensation through
payroll deductions on a pre-tax basis. The plan does not provide for Company contributions. For 2003, the annual
maximum contribution limit is $12,000. A “Catch Up” Provision {for employees aged 50 and over) allows for an
additional $2,000 contribution—to an annual maximum of $14,000.

11. Computation of Net Income Per Share

Basic and diluted net income per share are calculated as follows for fiscal years 2003, 2002 and 2001 (in
thousands, except per share amounts):

Fiseal Years

2003 2002 2001

Basic:

Weighted average common shares outstanding (basic).......coveevirrinerenicnneennn 35,410 35404 33,634

Net income applicable to common stockholders........cc.cocvrrveirivirrcecnrnicccienn $11.641 $ 1.409 $33,760

Net INCOMe PET SHATE ....cvevveviiiiireriiiee ettt e $ 033 8§ 004 $§ 1.00
Diluted:

Weighted average common shares outstanding (basic).....ocoeeeeevvriennniiiiiinnnn. 35,410 35,404 33,634

Dilutive effect of common stock equivalent shares..........cccovcvvriennneccveenncnes 2,185 1.765 3.015

Weighted average common shares outstanding (diluted) .........ccccevnivenneeennnnne. 37.595 _37.169 _36.649

Net income applicable to common stockholders..........ocoieennnnnnnnniiins $11,641 § 1,409 $33,760

NEL INCOME PET SNATE .....ceveviisireieieicesenaitstesernsseesesseessseessssssessssesssasesessnsasesanenns $ 031 § 004 % 092

12. Foreign Sales and Operations, and Major Customers

The Company operates in one business segment and develops, markets and supports infrastructure products for
corporate intranets, extranets, web sites, corporate portals, business applications, online publishers, e-commerce
providers and original equipment manufacturer toolkits for independent software vendors. Verity’s comprehensive
and integrated product family enables numerous enterprise-wide functionalities, all from the same underlying
Verity information index.
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The Company has sales and marketing operations located outside the United States in the Netherlands, the
United Kingdom, France, Germany, South Africa, Mexico and Australia, a joint investment partnership in Brazil
and a development and technical support operation in Canada. Foreign branch and subsidiary revenues consist
primarily of maintenance and consulting services and are being allocated based on foreign branch and subsidiary
location. Disclosed in the table below is geographic information for any country comprising greater than ten percent
of total revenues.

Financial Data by United United Other Other
Geographical Area _States Kingdom _Europe [Foreign Eliminations _ Total
(in thousands)
Revenues:
2003 ..o $63,877 $13,002 $18,606 $6,465 —  $101,950
2002 .o e 60,354 9,523 17434 6454 — 93,765
2001 .o 96,793 13,334 26,663 8,245 — 145,035
Income (loss) from operations
2003 1o 12,754 6,737 (5,140) 472§ (3,265) 11,558
2002 .ot 6,900 3,566 (1,082) 514 (17,494) (7,596)
2001 eoveeirreeceineee et e 61,652 2,581 743 1,913 (24,241) 42,648
Long-lived assets:
2003 ... e eaeseas 4,195 190 424 819 — 5,628
2002 .ot 4,509 308 530 1,278 — 6,625
2001 oot 5,211 432 519 1,642 — 7,804

Transfers between geographic areas are recorded at amounts generally above cost and in accordance with the
rules and regulations of the respective governing tax authorities. Operating income consists of total net sales less
operating expenses, and does not include interest and other income, net, or income taxes. Long-lived assets of
geographic areas are those assets used in the Company’s operations in each area.

Of the total $38.1 million, $33.4 million and $46.9 million of revenues to Europe and other foreign countries
for fiscal years 2003, 2002 and 2001, there were $22.8 million, $20.4 million and $37.7 million of export sales and
$15.3 million, $13.0 million and $9.2 million of sales from foreign operations, respectively.

No single customer accounted for 10% or more of the Company’s revenue during fiscal years 2003, 2002 and

2001. Revenues from the federal government and its agencies were 9.8%, 6.1% and 7.4% of total revenues for fiscal
years 2003, 2002 and 2001, respectively.
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SCHEDULE I — VERITY, INC.

VALUATION AND QUALIFYING ACCOUNTS

(in thousands)

Deseription
Allowance for Doubtful Accounts:
Year ended May 31, 2003 Allowance for doubtful
accounts
Year ended May 31, 2002 Allowance for doubtful
accounts
Year ended May 31, 2001 Allowance for doubtful
accounts
Allowance for Deferred Tax Assets:
Year ended May 31, 2003 Valuation Allowance
Year ended May 31, 2002 Valuation Allowance
Year ended May 31, 2001 Valuation Allowance

Balance at
Beginning
of Year

$ 1,428
1,350
900

(18,704}
$(12,883)

Amounts
Charged to
Profit and
—Loss

Balance
at End

of Year

Amounts
Charged

to APIC  Deductions

$451) $ 1,540

(915) 1,428

$(713) 1,350
(21,473)
(18,704)

$(12,883)

$ (2,769)
(5.821)
$(12,883)




SEGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has

duly caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

Date: August 7, 2003

VERITY, INC.

By: /s/ _ANTHONY J. BETTENCOURT

(President and Chief Executive Officer)

Pursuant to the requirements of Section 12 of the Securities Exchange Act of 1934, this report has been signed
below by the following persons on behalf of the registrant and in the capacities and on the date indicated.

Signature

/s/  GARY J. SBONA

Gary J. Sbona

/s/ ANTHONY J. BETTENCOURT

Anthony J. Bettencourt

/s/ STEVEN R. SPRINGSTEEL

Steven R. Springsteel

/s/  PauL H. Cook

Paul H. Cook

/s/ STEVEN M. KrRAUSZ

Steven M. Krausz

/s/ STEPHEN A. MACDONALD

Stephen A. MacDonald

/s/  CHARLES P. WAITE, JR.

Charles P. Waite, Jr.

/s/  KARL C. POWELL

Karl C. Powell

/s/  JOHN G. SCHWARZ

John G. Schwarz

/s/ VicTor A. COHN

Victor A. Cohn

Title

Executive Chairman of the Board

President and Chief Executive Officer
and Director (Principal Executive

Officer)

Senior Vice President of Finance and
Administration and Chief Financial
Officer (Assistant Secretary and
Principal Financial Officer)

Vice President, Corporate Controller

(Principal Accounting Officer)

Director

Director

Director

Director

Director

Director
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August 7, 2003
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